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THE  U.S.-CHINA  INTELLECTUAL  PROPERTY 
RIGHTS  AGREEMENT  AND  RELATED  TRADE 
ISSUES 


THURSDAY,  MARCH  7,  1996 

U.S.  House  of  Representatives,  Committee  on  Inter- 
national Relations,  Subcommittees  on  Inter- 
national Economic  Policy  and  Trade  and  on  Asl\ 
AND  THE  Pacific;  and  U.S.  Senate,  Committee  on 
Foreign  Relations,  Subcommittee  on  East  Asian 
AND  Pacific  Affairs, 

Washington,  DC. 

The  subcommittees  met,  pursuant  to  call,  at  2  p.m.,  room  2172 
Raybum  House  Office  Building,  Washington,  DC,  Hon.  Doug  Be- 
reuter  (chairman.  House  Subcommittee  on  Asia  and  the  Pacific) 
presiding. 

Mr.  Bereuter.  The  subcommittees  will  come  to  order.  Today,  we 
convene  an  unusual  House-Senate  joint  hearing  to  examine  the 
U.S.  bilateral  commercial  relationship  with  China.  We  intend  to 
cover  several  of  this  relationship's  more  prominent  features,  includ- 
ing the  U.S.-Sino  Intellectual  Property  Rights  Agreement  and  Chi- 
na's bid  to  join  the  World  Trade  Organization, 

Today,  this  hearing  not  only  involves  the  Subcommittee  on  Asia 
and  the  Pacific  of  the  House  International  Relations  Committee, 
which  I  chair,  but  also  the  House  Subcommittee  on  International 
Economic  Policy  and  Trade,  chaired  by  the  Honorable  Toby  Roth  of 
Wisconsin  and  the  Senate  Foreign  Relations  Committee.  Senator 
Craig  Thomas  chairs  the  Senate  Subcommittee  on  East  Asian  and 
Pacific  Affairs. 

It  is  my  intention,  since  we  have  this  unusual  joint  meeting  of 
the  two  houses  of  Congress,  to  continue,  as  we  have  votes,  with  the 
hearing  to  the  extent  one  or  both  of  the  chambers  is  represented 
by  a  chairman  here.  Senator  Thomas  is  detained  right  now  by  re- 
corded votes  on  the  Senate  floor. 

A  recent  New  York  Times  Magazine  article  on  China's  startling 
economic  growth  says,  "The  21st  Century  Starts  Here.  China 
Booms.  The  World  Holds  its  Breath." 

There  can  be  no  doubt  that  China  is  booming.  Over  the  next  25 
years,  China's  economy  is  projected  to  expand  to  almost  $6  tril- 
lion— 10  times  its  size  in  1994.  China's  significant  economic  re- 
forms have  fueled  one  of  the  fastest  growth  rates  of  any  major 
economy  (between  10  and  12  percent  for  the  last  4  years,  each 
year).  It  currently  ranks  tenth  on  the  list  of  the  world's  largest 
economies. 

(1) 


However,  U.S.  investors  and  traders  are  certainly  not  holding 
their  breath.  Rather,  they  are  contributing  to  the  boom  in  China 
by  committing  to  invest  $26  billion  in  20,000  projects  there.  This 
massive  flood  of  investment  has  made  the  United  States  the  third- 
largest  foreign  investor  in  China  (behind  Hong  Kong  and  Tai- 
wan)— an  investment  level  that  has  left  our  European  allies  signifi- 
cantly behind. 

Although  China's  fast-growing  economy  presents  many  opportu- 
nities for  U.S.  consumers,  workers,  exporters,  and  investors,  that 
country's  increasingly  influential  role  in  the  world  also  presents 
many  challenges  to  the  U.S.  Government  and  to  America.  Missile 
firings  in  the  Taiwan  Strait  are  just  the  latest  example  of  an  ag- 
gressive and  potentially  destabilizing  Chinese  presence  in  the  re- 
gion. Strong  evidence  of  nuclear  proliferation  activities  and  contin- 
ued human  rights  violations  in  China — which  are  detailed  in  this 
week's  State  Department  Human  Rights  Report — only  contribute  to 
the  downward  spiral  in  our  relations. 

Clearly,  U.S.  commercial  interests  cannot  be  placed  above  these 
serious  political,  strategic,  and  humanitarian  considerations  inher- 
ent in  this  bilateral  relationship.  However,  the  interplay  between 
our  whole  range  of  interests  in  China  is  not  a  zero-sum  game.  For 
example,  I  firmly  believe  that  extension  of  Most-Favored-Nation 
status  for  China  is  not  only  in  the  best  interest  of  the  United 
States,  but  it  also  helps  to  create  a  middle  class  in  China  which 
will  inevitably  demand  greater  civil  and  political  human  rights 
there. 

Apparently,  China's  leading  dissident,  Wei  Jingsheng,  agrees 
with  this  view.  Before  being  sentenced  to  prison  again  recently,  he 
stated  that  he  opposed  cutting  off  MFN  for  China.  He  said,  "My 
views  differ  from  those  of  my  friends  abroad  because  the  direct  vic- 
tims of  such  measures" — that  is  to  say,  the  withdrawal  of  MFN — 
"would  be  the  already  poverty-stricken  Chinese  people." 

It  must  be  recognized,  however,  that  the  reward  for  equal  access 
to  the  U.S.  market  is  not  always  sufficient  to  compel  China  to  fol- 
low international  norms.  In  the  area  of  intellectual  property  rights 
protection,  it  surely  does  appear  that  the  Chinese  Government  only 
agreed  to  do  what  was  in  their  own  best  interest  after  being  threat- 
ened with  trade  sanctions  during  last  year's  negotiations.  More  re- 
cently, statements  by  U.S.  trade  officials  and  press  reports  indicate 
that  China  has  failed  to  fully  implement  these  responsibilities  by 
not  stopping  the  blatant  piracy  and  theft  of  American  intellectual 
property. 

If  the  U.S.  Government  were  to  hold  its  breath  and  ignore  Chi- 
na's blatant  piracy  of  American  ingenuity  and  creativity,  our  enter- 
tainment industries  would  continue  to  lose  nearly  $1  billion  a  year. 
Such  a  policy  would  also  feed  what  seems  to  be  a  perception  in 
Beijing  that  China  is  not  bound  to  accept  and  implement  inter- 
national norms  and  bilateral  agreements,  including  the  U.S.-Sino 
Intellectual  Property  Right  Agreement. 

Therefore,  today,  at  this  unusual  House-Senate  joint  hearing,  we 
will  examine  whether  the  Chinese  Government  has  lived  up  to  its 
commitments  under  the  IPR  agreement.  In  addition,  we  will  ex- 
plore whether  the  Chinese  have  taken  the  necessary  steps  to  enter 
the  World  Trade  Organization. 


To  help  us  make  these  evaluations,  we  are  very  pleased  to  have 
as  a  first  witness  the  Honorable  Mickey  Kantor,  the  U.S.  Trade 
Representative.  Ambassador  Kantor,  we  commend  you  for  your 
leadership  on  this  issue,  and  I  am  sure  that  you  are  aware  that  a 
bipartisan  group  of  32  Members  of  Congress  recently  sent  a  letter 
to  President  Jiang  Zemin  urging  the  Chinese  Government  to  live 
up  to  its  commitments  under  the  IPR  agreement. 

Additionally,  we  are  pleased  to  have  Mr.  Eric  Smith,  president 
of  the  International  Intellectual  Property  Alliance  (IIPA)  and  Mr. 
Jason  Herman,  chairman  and  chief  operating  officer  of  the  Record- 
ing Industry  Association  of  America.  Gentlemen,  thank  you  for  tes- 
tifying before  us  today  on  behalf  of  those  U.S.  industries  and  com- 
panies most  directly  affected  by  intellectual  property  theft  in 
China. 

Finally,  we  are  especially  pleased  to  have  Dr.  Nicholas  Lardy,  a 
senior  fellow  in  the  Foreign  Policy  Studies  program  at  the  Brook- 
ings Institution.  Dr.  Lardy  is  an  expert  on  Asia,  especially  the  Chi- 
nese economy. 

Before  we  proceed  with  our  witnesses,  I  would  like  to  hear  from 
the  chairman  of  the  other  subcommittee  in  the  House  and  then 
from  the  ranking  member  or  members  as  they  appear.  Congress- 
man Toby  Roth. 

Mr.  Roth.  Thank  you  very  much,  Mr.  Chairman.  As  a  sponsor 
of  this  joint  hearing,  let  me  join  in  welcoming  the  witnesses  today. 

China's  flagrant  violation  of  our  intellectual  property  rights  is 
one  of  the  most  difficult  trade  issues  we  face  today.  The  problem 
is  clear.  Chinese  piracy  of  our  technology  is  costing  us  a  billion  dol- 
lars a  year  and  some  20,000  American  jobs.  We  negotiated  an 
agreement,  but  clearly  the  Chinese  are  turning  a  blind  eye  to  the 
problem. 

The  fact  is  that  dozens  of  factories  across  China  are  churning  out 
pirated  copies  of  U.S.  software,  tapes,  CDs,  and  other  products.  In 
toda/s  world  and  tomorrow's,  intellectual  property  is  the  key  to 
virtually  every  aspect  of  technological  and  economic  .leadership. 
The  United  States  simply  cannot  allow  other  nations  to  steal  the 
keys  to  our  technological  leadership. 

We  must  find  an  effective  means  to  stop  these  Chinese  pirates, 
and  we  must  also  send  a  message  to  every  nation  that  the  United 
States  will  defend  our  economic  security  just  as  vigilantly  as  we  de- 
fend against  military  attack.  My  goal  is  to  find  a  course  of  action 
that  will  work  in  the  short  run  while  maintaining  our  long-term  ac- 
cess to  Chinese  markets. 

After  all,  with  one-fifth  of  the  world's  population  and  a  10-per- 
cent growth  rate,  China  will  have  a  $6  trillion  economy  in  the  next 
two  decades. 

The  bottom  line  is,  we  cannot  afford  to  make  a  misstep  on  intel- 
lectual property  or  on  U.S. -Chinese  economic  relations.  That  is  why 
I  am  looking  forward  to  the  testimony  that  we  are  receiving  from 
our  expert  witnesses  today. 

[The  prepared  statement  of  Mr.  Roth  appears  in  the  appendix.] 

Mr.  Bereuter.  Thank  you  very  much.  Chairman  Roth.  Now,  I 
would  like  to  turn  to  the  distinguished  ranking  member  of  the 
Asia-Pacific  Subcommittee,  the  gentleman  fi*om  California,  Mr. 
Herman,  for  any  comments  that  he  would  have. 


Mr.  Herman.  Well,  thgmk  you,  Mr.  Chairman.  I  do  not  have  an 
opening  statement,  but  I  am  very  pleased  that  you  and  Chairman 
Roth  are  holding  this  hearing.  It  is  a  very,  very  important  timely 
subject.  What  I  like  about  what  Ambassador  Kantor  has  been  doing 
is  that  he  has  been  focused  and  single-minded  in  his  pursuit  o^ 
first,  obtaining  the  agreement  and  then  not  just  looking  the  other 
way  as  we  see  various  commitments  to  provisions  of  that  agree- 
ment— the  intellectual  property  agreement  and  market  access 
agreements  of  February  1995  that  were  signed — not  kept  and  a  va- 
riety of  violations  not  pursued  by  the  Chinese  Grovemment.  I  look 
forward  to  hearing  his  testimony. 

This  is  a  really  critical  issue,  not  only  because  it  represents  yet 
another  situation  where  commitments  that  have  been  made — we 
are  not  talking  here  about  imposing  American  values  in  another 
country;  we  are  talking  about  commitments  that  were  made  and 
signed  to — do  not  seem  to  be  honored. 

This  is  a  fundamental  question,  and  it  is  important  to  pursue  it 
and  reach  some  understanding  that  there  are  expectations  to  be 
fulfilled  when  agreements  like  this  are  made  and  that  we  are  not 
going  to  sit  still  or  look  the  other  way  when  those  expectations 
have  not  been  realized,  whether  it  is  motion  picture  video  piracy, 
whether  it  is  market  access,  whether  it  is  record/CD  copying  or 
computer  software  copying.  We  are  losing  hundreds  and  hundreds 
of  millions  of  dollars — billions  of  dollars — ^because  of  this  activity. 

It  is  pure  theft.  I  think  we  have  a  right  to  expect  that  any  sov- 
ereign government  would  work  with  us  to  stop  this,  especially 
when  they  have  committed  to  do  so.  So  I  look  forward  to  the  hear- 
ing— to  getting  a  sense  of  which  parts  of  the  agreement  are  moving 
ahead  and  which  ones  have  been  flagrantly  violated  and  what  we 
want  to  do  about  it.  And  I  thank  you  again  for  calling  the  hearing. 

Mr.  Bereuter.  Thank  you  very  much,  Mr.  Berman.  I  would  like 
to  call  next  upon  the  distinguished  ranking  member  of  the  House 
Subcommittee  on  International  Economic  Policy  and  Trade,  Mr, 
Gejdenson  of  Connecticut. 

Mr.  Gejdenson.  Thank  you,  Mr.  Chairman.  I  would  like  to  join 
my  colleagues,  particularly  my  colleague,  Mr.  Berman,  in  com- 
mending you  for  the  work  you  have  done  in  this  and  so  many  other 
areas.  One  thing  worth  noting,  from  my  perspective,  is  that  we  are 
the  Wal-Mart  of  purchasers.  When  Wal-Mart  shows  up  at  a  manu- 
facturer, Wal-Mart's  salesman  calls  you  back,  he  calls  you  back  col- 
lect, and  they  demand  things  to  be  done  their  way  because  Wal- 
Mart  is  such  a  big  customer  of  that  manufacturer. 

We  purchase  from  China  about  four  times  what  they  purchase 
from  us,  and  while  we  are  not  looking  for  a  trade  war,  we  certainly 
ought  to  be  able  to  get  their  attention  on  a  host  of  issues  with  the 
kind  of  demand  that  we  have,  and  I  think  that  we  need  to  use  that 
purchasing  leverage  in  a  number  of  areas  to  protect  American 
workers  and  to  protect  American  intellectual  property.  And,  frank- 
ly, the  Chinese,  I  think,  need  to  take  note  even  in  other  areas  out- 
side the  economic  area. 

The  United  States  cannot  go  on  doing  this  kind  of  purchasing  in 
China  with  their  bellicose  actions  against  Taiwan  and  with  their 
ignoring  human  rights — and  I  know  that  your  area  is  very  focused, 
you  are  doing  an  excellent  job  there,  and  I  have  spoken  to  others 


in  this  Administration.  I  think  we  have  to  use  that  purchasing 
power  to  get  the  Chinese  Grovemment's  attention  and  to  stop  the 
kind  of  ignoring  international  law  that  goes  on  in  intellectual  prop- 
erty and  so  many  other  areas.  Thank  you. 

Mr.  Bereuter.  Thank  you,  Mr.  Grejdenson.  Ambassador  Kantor, 
thank  you  for  undoubtedly  making  some  changes  in  your  schedule 
to  accommodate  our  hearing  schedule.  We  appreciate  that  very 
much.  Your  entire  statement  will  be  made  a  part  of  the  record,  and 
you  may  proceed  as  you  wish.  I  am  sorry.  I  beg  your  pardon.  One 
of  the  members  has  a  comment  he  would  like  to  make.  I  recognize 
the  gentleman  from  California,  Mr.  Kim.  I  did  not  see  him. 

Mr.  Kim.  Thank  you,  Mr.  Chairman.  I  am  kind  of  sitting  low; 
that  is  why.  Again,  intellectual  property  rights  protection  is  impor- 
tant to  me  and  veiy  important  to  the  State  of  California.  I  would 
like  to  welcome  Ambassador  Kantor  today.  But,  I  have  to  apologize, 
Mr.  Chairman,  that  I  have  to  leave  soon  because  we  have  an  im- 
portant markup  in  the  Transportation  Committee  which  requires 
me  to  be  present  and  vote.  So,  I  would  like  to  ask  unanimous  con- 
sent to  submit  my  written  opening  remarks  for  the  official  record. 

Mr.  Bereuter.  Without  objection. 

[The  prepared  statement  of  Mr.  Kim  appears  in  the  appendix.] 

Mr.  Kim.  Thank  you,  Mr.  Chairman. 

Mr.  Bereuter.  Mr.  Manzullo,  is  there  any  opening  statement 
that  you  would  like  to  make?  Very  well.  Thank  you.  Ambassador 
Kantor,  we  are  ready  for  your  testimony  at  this  point.  You  may 
proceed  as  you  wish. 

STATEMENT  OF  HON.  MICHAEL  KANTOR,  U.S.  TRADE  REP- 
RESENTATIVE, OFFICE  OF  THE  U.S.  TRADE  REPRESENTA- 
TIVE 

Mr.  Kantor.  Thank  you  very  much,  Mr.  Chairman  and  distin- 
guished members.  This  joint  hearing  is  quite  unusual,  and  I  am 
honored  to  be  able  to  appear  here.  I  appreciate  your  making  my 
statement  part  of  the  record,  and  I  will  proceed  with  some  oral  re- 
marks, if  that  is  consistent  with  the  Chair's  views. 

I  want  to  thank  your  colleagues  for  their  kind  remarks.  Before 
moving  to  specific  issues  on  our  trade  agenda  which  have  already 
been  noted,  I  want  to  place  our  trade  relationship  with  China  in 
its  broadest  context.  It  is  an  understatement  to  say  the  U.S. -China 
relationship  is  multifaceted.  That  has  already  been  noted  by  many 
up  here.  China  plays  a  central  role  in  our  interest  in  the  mainte- 
nance of  peace  and  stability  in  Asia — a  situation  of  great  impor- 
tance to  our  nation.  We  have  a  broad  range  of  common  interests 
with  China  in  the  Asian-Pacific  Economic  Cooperation  forum.  The 
United  States  has  worked  with  others  to  integrate  China  into  glob- 
al economic  activity.  The  Asian-Pacific  Economic  Cooperation 
forum  and  its  countries  represent  50  percent  of  the  world's  eco- 
nomic activity  and  nearly  50  percent  of  the  world's  trade. 

We  have  continuing  concerns  with  China  in  areas  ranging  from 
nonproliferation  to  environmental  protection.  We  have  a  deep  and 
abiding  interest  in  human  rights,  all  of  us;  and  increasingly,  trade 
plays  an  important  role  in  this  vital  relationship. 

Let  me  begin,  if  I  might,  Mr.  Chairman,  with  a  very  simple  prop- 
osition. We  will  never  achieve  China's  full  integration  into  the 


international  community  by  building  walls  that  serve  to  divide  us. 
The  most  repressive  periods  in  modern  Chinese  histoir  did  not 
occur  in  times  of  open  exchange;  they  occurred  in  times  of  isolation. 

Under  the  Jackson-Vanik  statute,  the  President  this  spring  will 
make  his  annual  determination  on  MFN.  To  promote  our  multiple 
interests,  this  Administration  has  pursued  a  policy  of  engagement 
with  China  on  all  fronts  and  has  pursued  this  policy  with  clarity, 
consistency,  and  constancy. 

Let  me  be  clear  about  what  the  Administration  means  by  "en- 
gagement". President  Clinton  came  to  office  with  the  strong  view 
that  engagement  with  China  does  not  mean  ignoring  our  dif- 
ferences. It  means  we  actively  engage  China  to  resolve  our  dif- 
ferences. We  will  not,  and  no  one  should,  make  apologies  for  Chi- 
na's human  rights  record.  Make  no  mistake  about  it,  Americans 
have  a  stake  in  China.  At  least  160,000  American  workers,  as  cited 
by  Mr.  Gejdenson,  owe  their  jobs  to  U.S.  exports  to  China.  These 
workers  have  rights,  too — the  right  to  job  opportunities,  the  chance 
to  provide  a  decent  living  for  their  families. 

Just  as  we  should  not  make  apologies  for  China,  nor  should  we 
apologize  for  our  economic  interest  in  China.  People  in  this  room 
have  watched  the  China  debate  evolve  now  for  nearly  7  years,  since 
Tiananmen.  As  the  President  has  made  clear,  we  believe  we  best 
promote  U.S.  interests  in  China  by  trading  and  engaging  on  politi- 
cal and  strategic  issues.  But,  China  is  making  a  serious  mistake  if 
it  underestimates  the  depth  of  feeling  in  the  United  States  on  is- 
sues ranging  from  trade  to  security  to  political  issues  to  human 
ridits. 

The  United  States  will  do  its  part;  but  if  we  are  to  build  a  last- 
ing, productive  relationship,  China  has  the  responsibility  to  take 
concrete,  meaningful  steps  to  address  areas  of  our  concern  and  to 
respect  internationally  accepted  norms  and  principles. 

The  opportunities  and  responsibilities  in  our  relationship  are  no- 
where more  obvious  than  in  our  trade  relations.  The  trade  agenda 
offers  a  useful  context  for  defining  what  we  mean  by  "engagement". 
Engagement  carries  with  it  a  large  measure  of  mutual  responsibil- 
ity. 

For  China,  the  potential  of  the  U.S.  market  is  matched  by  a  tan- 
gible reality.  In  1995,  nearly  40  percent  of  China's  exports  went  to 
the  United  States,  including  tens  of  billions  of  dollars  worth  of  elec- 
tronic machinery,  textiles,  footwear,  and  an  ever-increasing  volume 
of  higher  value-added  products — and  that  is  something  new. 

For  the  United  States,  it  is  certainly  true  that  China  offers  un- 
matched potential.  China  is  the  world's  fastest  growing  major  econ- 
omy, with  real  growth  of  almost  12  percent  last  year  and  average 
gfrowth  rates  of  greater  than  7  percent  for  each  of  the  past  14 
years. 

For  most  Americans,  the  growing  U.S.  trade  deficit  with  China 
is  deeply  troubling.  Last  year,  China  ran  a  $34-billion  trade  sur- 
plus witn  the  United  States.  Our  deficit  with  China  is  threatening 
to  surpass  our  trade  deficit  with  Japan.  Recent  reports  have 
claimed  the  deficit  with  China  is  "only" — and  I  quote,  put  that  in 
quotes — $24  billion. 

Frankly,  debating  the  question  of  a  deficit  the  size  of  this  deficit, 
borne  of  discriminatory  practices,  misses  the  point.  What  is  clear 


is  that  China's  burgeoning  economy  should  be  absorbing  more  and 
more  U.S.  exports  and  not  be  protected  by  unacceptable  barriers. 

Over  the  past  3  years,  we  have  pursued  a  vigorous  bilateral 
trade  agenda  with  China.  We  have  sought  and  achieved  real  re- 
sults in  that  country  by  working  successfully  with  you  and  private- 
sector  representatives,  which  you  will  hear  from  later. 

We  have  opened  markets  ranging  from  heavy  machinery  to  tele- 
communications to  other  areas.  Our  exports  to  China  have  doubled 
since  the  be^nning  of  this  Administration.  In  fact,  in  1995,  our  ex- 
ports— that  is  merchandise  exports — to  China  grew  at  a  more  rapid 
rate  (27  percent  growth)  than  our  imports  from  China,  which  grew 
at  17  percent.  This  breaks  a  pattern  which  has  persisted  far  too 
long. 

However,  we  continue  to  face  many  problems  with  China;  but  as 
we  address  those  problems,  let  me  remind  all  of  us  we  also  have 
come  a  long  way.  China  has  formally  eliminated  more  than  1,000 
non-tariff  import  barriers,  made  its  trade  regime  much  more  trans- 
parent, lowered  tariffs,  eliminated  discriminatory  regulations  on 
telecommunications  and  other  key  sectors,  and  opened  its  market 
to  many  agricultural  products. 

One  of  the  most  important  issues,  which  the  Chair  certainly  rec- 
ognized we  face,  concerns  China's  protection  or  lack  thereof  of  intel- 
lectual property  rights.  Under  the  terms  of  a  1992  agreement, 
China  has  created  a  sound  le^al  regime  for  the  protection  of  these 
rights.  While  this  framework  is  in  place,  the  problem  has  been  en- 
forcement. 

Last  year,  after  22  months  of  negotiation  and  after  invoking,  but 
not  imposing,  trade  sanctions,  the  United  States  and  China  signed 
a  sweeping  agreement  to  ensure  real  protection  to  foreign  and  Chi- 
nese rights  holders  for  m^iny  kinds  of  intellectual  property — includ- 
ing computer  software,  motion  pictures,  sound  recordings,  pharma- 
ceuticals, agrichemicals,  and  even  automobiles.  In  clear  detail,  the 
agreement  sets  out  30  pages  of  China's  enforcement  responsibil- 
ities. 

The  Administration  is  in  the  process  of  evaluating  China's  com- 
pliance with  the  enforcement  agreement.  The  elimination  of  piracy 
in  China  is  a  long-term  process,  but  we  expect  China  to  satisfy  pro- 
visions of  this  agreement.  Oar  officials  have  met  with  our  Chinese 
counterparts  18  times  in  less  than  11  months  since  we  have  signed 
this  agreement.  That  is  clearly  the  most  intense  set  of  meetings  we 
have  ever  had  with  any  country  on  any  trade  agreement  in  Amer- 
ican history. 

An  Administration  team  led  by  USTR — and  Lee  Sands  is  with  us 
today — visited  China  just  last  month.  They  met  with  key  Chinese 
enforcement  officials  at  both  the  provincial  and  national  level.  We 
are  still  evaluating  the  result  of  this  fact-finding  trip,  including  the 
hundreds  of  pages  of  documents  provided  by  the  Chinese.  But,  I 
want  to  give  you  a  sense  of  what  the  Chinese  promised  to  do  and 
our  expectations  for  enforcement. 

The  1995  IPR  Enforcement  Agreement  committed  China  to  (1), 
take  effective  measures  to  protect  intellectual  property  through  en- 
forcement actions,  including  action  against  some  34  CD  factories 
producing  CDs,  CD-ROMs,  video-CDs,  and  LDs;  (2),  create  an  effec- 
tive structure  for  enforcement  of  intellectual  property  rights,  in- 
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eluding  the  establishment  of  intraministerial  task  forces  to  coordi- 
nate antipiracy  eflForts  throughout  the  country  and  an  effective  cus- 
toms enforcement  regime;  (3),  provide  market  access  for  computer 
software,  motion  pictures,  and  sound  recordings;  and  (4),  extend 
the  so-called  "special  enforcement  period"  for  problem  regions. 

China  has  taken  some  important  steps  to  enforce  the  agree- 
ment— and  I  emphasize  "some."  It  has  launched  over  4,200  enforce- 
ment actions  against  IPR  pirates  in  the  year  since  the  agreement 
was  signed.  Over  the  past  year,  China  has  seized  and  destroyed 
more  than  two  million  pirated  CDs,  CD-ROMs,  video-CDs,  laser 
disks,  and  hundreds  of  thousands  of  other  products.  While  still  a 
problem,  China's  retail  markets  are  substantially  cleaner  this  year 
than  they  were  last  year. 

China  has  also  set  up  a  structure  that  should,  over  time,  help  to 
contribute  to  enhanced  enforcement  efforts.  The  United  States  is 
doing  its  part  to  ensure  this  process  through  implementation  of  the 
agreement.  The  U.S.  Customs  Service,  the  FBI,  Department  of  Jus- 
tice, Patent  and  Trademark  Office,  the  Department  of  Commerce, 
and  the  U.S.  Information  Agency  all  have  offered  training,  as  have 
U.S.  industries. 

Despite  the  important  steps  that  have  been  taken,  piracy  in 
China  continues.  While  going  aft^r  retail  pirates,  the  Chinese  au- 
thorities have  yet  to  take  promised  action  against  major  producers 
and  distributors  in  their  country.  As  a  result,  these  CD  factories — 
the  34  I  mentioned  in  South  and  Central  China — ^produced  some  54 
million  CDs  and  LDs  in  1995  for  a  domestic  market  that  can  ab- 
sorb only  two  to  five  million.  It  is  estimated  that  at  the  current 
rate  they  will  produce  some  100  to  200  million  CDs  and  LDs  by  the 
end  of  this  century  and  still  not  have  very  much  more  absorption 
capacity  than  they  have  today. 

Now,  those  CDs  and  LDs  have  to  go  somewhere,  and  you  can 
imagine  where  they  are  going  to  go.  U.S.  industries  report  that 
China  continues  to  import  CD  production  lines  and  will  reach  the 
capacity  I  have  just  spoken  of.  CD  pirates  are  also  moving  into 
higher-value  products.  While  CD  piracy  has  remained  rampant, 
many  pirates  are  now  focusing  on  the  export  of  high  value-added 
CD-ROMs. 

A  single  CD-ROM  produced  in  China  can  hold  $10,000  of  U.S. 
software,  and  that  is  what  I  am  holding  up  right  now.  This  was 
seized  by  Hong  Kong  authorities.  It  is  a  CD-ROM  you  could  buy 
in  China  from  about  $6  to  $60,  depending  on  the  situation.  And, 
it  has  $10,000  worth  of  software  on  it. 

Make  no  mistake  about  it,  this  is  not  just  a  problem  within  Chi- 
na's market.  China's  pirates,  apparently  using  Hong  Kong  as  a 
transshipment  point,  are  exporting  pirated  CD-ROMs  and  CDs  to 
markets  in  Southeast  Asia,  Latin  America,  and  North  America.  Pi- 
rated CDs  from  China  are  now  entering  markets  in  Russia  and  the 
CIS  states.  Even  without  counting  their  losses  in  these  third-coun- 
try markets,  U.S.  industries  estimate  they  lost  $2.2  billion  in 
1995 — more  than  double  the  amount  lost  in  1994. 

China's  obligations  under  last  year's  agreement  boils  down  to 
three  key  areas:  closing  their  pirate  factories,  providing  market  ac- 
cess for  intellectual  property  industries,  and  creating  effective  bor- 
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der  enforcement.  And,  I  would  add  a  fourth,  extending  the  special 
enforcement  period. 

In  addition  to  intellectual  property  rights,  we  have  other  areas 
in  which  China  is  not  meeting  its  responsibilities.  In  October  1992, 
the  United  States  and  China  signed  a  market  access  agreement 
that  committed  China  to  make  sweeping  changes  in  its  import  re- 
gime. To  its  credit,  China  has  done  much  to  implement  the  1992 
agreement.  It  has  taken  important  strides  toward  making  its  trade 
regime  more  transparent.  It  has  made  a  major  commitment  to 
eliminate  non-tariflf  barriers.  And,  since  the  end  of  1993,  it  has  sub- 
stantially reduced  barriers  to  several  thousand  products  that  ex- 
isted before. 

By  reducing  these  barriers,  China  will  open  markets  for  comput- 
ers, medical  equipment,  heavy  machinery,  textiles,  and  other  prod- 
ucts. Nonetheless,  China  has  failed  to  implement  this  agreement  in 
a  number  of  key  areas,  the  most  obvious  of  which  is  agriculture. 
China  has  fallen  far  short  in  a  number  of  important  agreements  in 
this  area,  including  wheat  from  the  Pacific  Northwest,  citrus,  stone 
fruit,  table  grapes,  and  tobacco. 

In  fact,  there  is  a  disturbing  tendency  in  China  to  give  with  one 
hand  and  take  away  with  the  other.  While  China  has  removed  a 
substantial  number  of  non-tariff  barriers,  we  are  concerned  that 
China  has  in  some  instances  substituted  other  barriers  in  the  place 
of  those  removed.  For  example,  quotas  have  been  replaced  with 
"tendering  requirements"  or  "registration  requirements".  Literally, 
the  same  officials  who  administered  the  former  discrimination  on 
the  part  of  China  with  regard  to  non-tariff  barriers  are  administer- 
ing these  new  requirements  which  are  discriminating  against  U.S. 
products. 

If  we  are  to  sustain  our  trade  relationship  with  China,  we  also 
expect  China  to  open  its  services  markets  to  U.S.  companies  as 
well.  As  we  accept  $46  billion  of  China's  exports  of  many  products, 
it  is  only  fair  and  reasonable  that  China  permit  full  market  access 
for  U.S.  companies. 

Let  me  mention  briefly  a  couple  of  other  areas.  There  is  one  new 
disturbing  development.  China  recently  took  the  surprising  and 
disturbing  action  of  precipitously  clamping  controls  on  the  flow  of 
financial  data  from  their  country.  This  data  is  crucial  to  creating 
an  open  trade  regime. 

On  January  1,  1996,  the  Chinese  Government  authorized  the 
Xinhua  News  Agency — an  organization  that  speaks  for  the  Chinese 
Government — to  impose  sweeping  controls  over  U.S.  information 
services  companies  in  China.  During  his  discussions  with  President 
Jiang  last  fall.  President  Clinton  reiterated  U.S.  support  for  Chi- 
na's accession  to  the  WTO  on  the  basis  of  commercially  viable  com- 
mitments. Since  the  President's  meeting,  USTR  negotiators  at 
every  level  have  conducted  seven  meetings  with  our  Chinese  coun- 
terparts to  discuss  WTO.  This  is  in  addition,  by  the  way,  to  the  18 
meetings  on  intellectual  property  rights. 

To  facilitate  and  organize  these  discussions,  we  have  worked 
hard  to  prepare  a  document  we  referred  to  as  a  "road  map"  for 
China  for  WTO  accession.  We  still  await  China's  full  response  to 
that  document. 
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This  relationship  is  as  important  as  any  bilateral  relationship  in 
the  world.  We  have  an  opportunity  to  bridge  important  gaps  in  our 
relationship  so  that  benefits  travel  in  both  directions.  To  make  this 
potential  a  reality,  the  United  States  stands  ready  to  do  its  share. 
But  China  must  bear  its  share — living  up  to  its  responsibilities  and 
accepting  the  burdens  of  a  major  power.  China's  promise  and  prom- 
ises must  evolve  into  realities  and  actions. 

Let  me  say  that  China  must  live  up  to  what  the  President  talked 
about  on  February  26,  1993  at  American  University.  We  welcome 
the  products  of  China  to  our  market,  but  we  expect  tne  same  access 
to  China's  market  for  our  products.  This  is  the  only  bridge  to  peace, 
stability,  and  economic  progress.  Thank  you  very  much,  Mr.  Chair- 
man. 

[The  prepared  statement  of  Mr.  Kantor  appears  in  the  appendix.] 

Mr.  Bereuter.  Thank  you  very  much.  Ambassador  Kantor.  We 
have  been  joined  now  by  Senator  Craig  Thomas,  who  is  chairman 
of  the  Senate  Subcommittee  on  East  Asian  and  Pacific  Affairs.  Do 
you  have  an  opening  statement.  Senator? 

Welcome. 

Mr.  Thomas.  Thank  you.  I  will  just  submit  my  statement.  Let  me 
just  say  that  I  appreciate  the  opportunity  to  meet  together.  I  think 
someone  said  that  this  has  only  been  done  a  couple  of  times  since 
1963.  And,  I  am  sorry.  Ambassador,  that  I  did  not  hear  your  state- 
ment in  its  entirety.  But,  I  have  it  here. 

I  hope  that  we  can  sort  out  the  agreements  and  not  get  involved 
in  everything  that  goes  on  in  China.  But,  when  we  do  make  an 
agreement,  I  think  we  have  to  live  up  to  it.  And,  if  we  do  not,  then 
not  only  do  we  have  a  problem  with  China,  we  have  a  problem  with 
the  rest  of  the  Asian  countries. 

So,  I  guess  when  the  question  time  comes,  I  will  say  that  I  did 
not  quite  understand  what  you  intend  to  do  about  this  matter.  I 
would  like  to  know  that.  If  they  are  not  meeting  their  obligations, 
I  think  we  need  to  be  very  concise  about  what  we  are  going  to  do 
about  it.  So,  I  will  stop  and  wait  for  the  question  time. 

[The  prepared  statement  of  Mr.  Thomas  appears  in  the  appen- 
dix.] 

Mr.  Bereuter.  Thank  you  very  much.  I  turn,  first,  to  Chairman 
Roth,  and  then  we  will  rotate  on  both  sides  of  the  aisle  as  appro- 
priate. 

Mr.  Roth.  Well,  I  thank  you.  Chairman  Bereuter.  Let  me  just 
follow  up  on  Senator  Thomas'  comments.  Mr.  Ambassador,  the 
heart  of  the  matter  seems  to  be  that  China  is  not  living  up  to  its 
commitments  on  intellectual  property  rights.  But  we  have  a  long- 
term  interest  in  expanding  our  trade.  So  what  is  the  right  course 
of  action  to  solve  this  problem  without  really  damaging  our  long- 
term  interests  in  trade? 

Mr.  Kantor.  First  of  all,  Mr.  Roth,  let  me  say  that  it  would  be 
appropriate  for  me  to  pass  notice  that  you  announced  your  retire- 
ment just  this  week,  and  we  are  going  to  miss  your  leaaership  and 
the  way  in  which  you  have  approached  these  problems  on  a  biparti- 
san  

Mr.  Roth.  Thank  you. 

Mr.  Kantor  [continuing],  and  we  in  the  Administration  and,  cer- 
tainly, this  trade  representative  appreciate  all  you  have  done. 
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Mr.  Roth.  Thank  you. 

Mr.  Kantor.  Let  me  say,  in  answer  to  that  question,  our  first  re- 
sponsibility— all  of  us  working  together — is  to  make  sure  that  the 
American  people  are  convinced  that  we  will  stand  up  for  their  in- 
terests, we  will  live  by  our  agreements,  and  so  will  our  trading 
partners  and  that  they  can  have  confidence  in  the  system,  and  it 
can  have  credibility  because  of  those  factors. 

Therefore,  whether  it  is  China  or  Japan,  whether  it  is  the  Euro- 
pean Union  or  Canada,  whether  it  is  our  Latin  American  trading 
partners,  Russia  or  anyone  else,  we  must  insist  that  a  deal  is  a 
deal.  We  reached  a  solemn  agreement  after  very  difficult  negotia- 
tions that  lasted  22  months,  as  I  noted  in  my  statement.  It  is  a 
very  detailed  agreement.  It  is  as  good  and  tough  an  intellectual 
property  rights  agreement — and  I  think  the  industry  will  note 
this — as  we  have  reached  with  any  country. 

If  China  wants  to  be  treated  as  a  major  power  and  a  legitimate 
partner  in  a  regional  and  world  trading  system,  as  they  should, 
they  must  live  up  to  their  agreements.  And,  in  partial  answer  to 
the  Senator,  let  me  just  say  that  if  they  do  not,  I  think  we  have 
a  solemn  obligation  to  use  all  the  tools  at  our  disposal  to  make  sure 
then  we  stand  up  for  the  legitimate  interests  of  the  American  peo- 
ple. 

Intellectual  property  rights  and  economic  issues  have  now  taken 
their  place  at  the  foreign  policy  table.  Over  the  next  number  of 
years,  the  way  we  are  going  to  link  ourselves  together  is  through 
economic  intercourse.  The  fact  is  that,  through  those  economic 
links,  we  can  either  grow  our  relations  or  cause  great  harm. 

All  of  us  today  understand  that  we  are  in  a  world  economy  of 
which  the  standard  of  living  for  our  workers  depends  on  our  ability 
to  have  a  level  playing  field  and  fair  rules  and  to  live  up  to  our 
agreements.  If  we  do  not,  we  are  not  only  harming  the  world  econ- 
omy, we  are  not  standing  up  for  U.S.  workers.  And  so  my  view  of 
this,  and  the  Administration  view,  we  will  work  hard  with  China 
over  the  next  few  weeks. 

We  want  concrete  action  to  satisfy  the  detailed  list  of  activities 
I  have  mentioned  in  this  agreement;  and  if  we  do  not,  we  will  have 
to  look  to  other  options. 

Mr.  Roth.  What  would  some  of  those  other  options  be? 

Mr.  Kantor.  Well,  we  have  a  number  of  them.  It  is  very  difficult 
to  lay  them  out  without  appearing  to  be  threatening.  What  we  are 
trying  to  do  is  to  have  China  adhere  to  this  agreement.  That  is  in 
the  best  interest  of  everyone  involved. 

Last  year — and  I  can  cite  this — we  invoked,  as  you  know,  a  bil- 
lion dollars  in  sanctions  that  were  imposed  because  of  an  agree- 
ment which  we  believe  to  be  a  tough,  no-nonsense,  common-sense 
agreement  to  protect  intellectual  property.  It  is  not  being  enforced 
on  many  of  the  aspects  that  we  are  concerned  about.  It  has  been 
in  some  aspects,  as  I  mentioned  in  my  opening  statement.  How- 
ever, if  it  is  not  adhered  to,  if  there  is  not  concrete  action,  if  China 
does  not  begin  to  satisfy  these  critical  requirements — and  there  are 
four;  let  me  list  them  again  because  I  think  they  are  so  important: 
(1),  to  take  effective  action  with  regard  to  what  I  would  call,  "pirate 
CD  factories"  operating  in  Southern  China;  (2),  make  sure  that 
they  have  the  proper  customs  regulations  and  that  they  are  en- 
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forced  at  the  border;  (3),  to  extend  the  special  enforcement  period, 
which  has,  frankly,  led  to  the  destruction  at  the  retail  and  whole- 
sale level  of  literally  millions  of  pirated  compact  disks,  LDs,  CD- 
ROMs,  and  videos;  and,  (4)  of  course,  effective  market  access  for 
our  industry. 

Mr.  Roth.  In  these  trade  disputes  with  China,  just  let  me  ask, 
are  you  getting  any  help  from  the  Europeans  or  the  Japanese? 
What  would  you  like  to  see  them  do? 

Mr.  Kantor.  Frequently,  in  trade,  as  well  as  maybe  other  mat- 
ters— I  can  only  speak  with  some  limited  authority  about  trade — 
others  are  quite  happy  to  hold  our  coats  and  watch  our  nose  get 
bloodied.  I  think  that  is  what  happens  when  you  are  the  world's 
greatest  economic  and  military  power. 

The  others  have  not  been  as  vigorous — let  me  be  delicate — in 
pursuing  some  of  these  interests  as  we  have.  I  would  note  the  Eu- 
ropeans were  delighted  to  go  to  China  just  weeks  after  we  com- 
pleted this  agreement  and  demand  the  same  agreement. 

I  think  this  is  a  U.S.  responsibility.  I  think  that  is  the  respon- 
sibility of  a  great  power,  and  I  think  we  have  to  continue  to  pursue 
it. 

Mr.  Roth.  Thank  you. 

Mr.  Bereuter.  Thank  you,  Mr.  Roth.  Mr.  Berman,  you  are  recog- 
nized for  5  minutes. 

Mr.  Berman.  Thank  you  very  much,  Mr.  Chairman.  We  have  a 
lot  of  problems  right  now  in  our  relationship  with  China,  and  we 
are  frequently  told  that  it  is  a  big  mistake  to  make  trade  a  foreign 
policy  weapon.  For  instance,  condition  MFN  on  human  rights — all 
the  various  relationships  that  critics,  particularly  of  Chinese  con- 
duct, often  seek  to  do  in  the  Congress  and  in  the  media. 

I  am  wondering  if  the  Chinese,  in  fact,  do  not  do  the  same  thing. 
I  am  told  that  when  the  Chinese  send  their  buving  missions  to  the 
United  States  to  purchase  gprain  and  other  goods,  they  have  threat- 
ened in  the  past  to  retaliate  in  terms  of  those  purchases  if  we  push 
too  hard  on  IPR  and  if  we  block  access  to  the  World  Trade  Organi- 
zation. From  your  experience,  can  you  tell  me,  have  there  been  sit- 
uations when  Chinese  officials  have  actually  sought  to  relate  trade 
to  their  own  political  objectives? 

Mr.  Kantor.  Chinese  officials,  in  our  negotiations,  are  quite  ag- 
gressive. Of  course,  I  guess  I  should  not  be  one  to  criticize  anyone 
for  being  aggressive.  However,  I  think  this  is  one  area  where  the 
Chinese,  in  met,  have  not  only  made  progress,  they  understand  we 
have  a  legitimate  interest  in  opening  their  market. 

If  they  want  to  be  a  major  economic  power  and  engage  them- 
selves in  an  increasingly  globalized  and  interdependent  economy, 
they  are  going  to  have  to  not  only  live  up  to  their  bilateral  agree- 
ments, whether  it  be  IPR;  market  access  in  industrial  or  agricul- 
tural goods;  or  allowing  in  our  insurance  companies  and  our  value- 
added  telecom  providers,  but  they  are  going  to  have  to  live  up  to 
their  agreements  and  their  obligations  on  a  regional  and  multilat- 
eral basis,  either  in  APEC  or  if  and  when  they  join  the  World 
Trade  Organization. 

Saying  that  is,  I  think,  recognition  of  the  fact  that  China  is  try- 
ing to  grapple  with  how  they  deal  with  trade  and  economic  issues 
and  how  they  square  with  their  other  concerns,  which  they  con- 
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sider  internal  to  China.  I  think  that  implicit  in  what  you  are  ask- 
ing is  whether  or  not  there  is  some  contradiction  here  between  the 
Administration's  full  engagement  of  economic  issues  and  in  some 
other  areas  that  might  oe  plaguing  us.  But,  the  fact  is  that  we 
have  made  some  progress  in  the  economic  area 

Mr.  Berman.  I  am  not  here  to  take  your  time.  I  think  you  are 
doing  what  you  should  be  doing  here,  and  doing  it  very  well.  And, 
I  support  you  in  this.  I  am  not  here  to  get  into  the  debate  of  pub- 
lished reports  about  nuclear  rings  going  to  Pakistan  and  how  that 
should  effect  MFN  or  any  of  those  other  issues. 

I  am  just  wondering,  in  response  to  the  argument  that  critics  of 
different  Chinese  policies  get  and  in  response  to  the  push  by 
many — and  the  understandable  one — to  delink  MFN  from  these 
other  issues,  I  have  been  given  information  that  makes  me  think 
that  the  Chinese  play  the  exact  same  game  that  sometimes  Mem- 
bers of  Congress  are  criticized  for  playing. 

And  I  do  not  mean  to  imply  the  frivolity  of  a  game;  but  if  you 
understand  my  point,  in  other  words,  are  the  Chinese  deciding 
where  they  are  going  to  buy  their  wheat  based  on  whether  they  can 
get  into  some  international  organization  or  whether  we  are  pursu- 
ing them  on  some  other  commitment?  Are  they  doing  some  linking 
here?  If  you  could  shed  any  light  on  that. 

Mr.  Kantor.  The  Chinese  have  an  interesting  negotiating  style, 
but  the  fact  is  that  it  does  not  affect  both  what  we  believe  is  impor- 
tant and  what  we  are  going  to  do. 

The  United  States  has  $2  trillion  in  trade.  It  is  very  difficult  for 
any  nation  on  earth  to  threaten  the  United  States  effectively  over 
any  particular  contract  or  sale.  The  fact  is  that  we  all  have  to  live 
up  to  our  agreements  and  take  responsibility.  The  Chinese  under- 
stand that.  We  demand  it,  and  we  are  going  to  continue  to  pursue 
that  policy. 

Mr.  Bereuter.  Thank  you.  The  Chair  is  on  5  minutes,  and  as 
a  special  courtesy  to  the  gentleman  from  Kentucky  who  is  not  a 
member  of  the  committee  but  with  us  today,  I  would,  by  unani- 
mous consent,  make  your  statement  or  your  question  a  part  of  the 
record  in  its  entirety.  If  you  could  summarize  your  question  or  your 
comment,  Mr.  Lewis,  we  would  appreciate  it.  You  may  proceed. 

Mr.  Lewis.  Mr.  Chairman,  thank  you;  and  I  just  have  a  state- 
ment to  make. 

Mr.  Chairman,  I  thank  you  for  the  opportunity  to  address  your 
witness  today  during  this  hearing  on  the  trade  relationship  be- 
tween the  United  States  and  China.  Unfortunately,  I  bring  to  the 
table  what  appears  to  be  a  textbook  example  of  some  of  the  major 
problems  in  this  relationship. 

Mr.  Kantor,  vou  may  be  familiar  with  Crucible  Materials  Cor- 
poration, one  01  the  oldest  manufacturing  companies  in  the  United 
States.  They  employ  thousands  of  people  across  the  country  and 
nearly  600  in  Elizabethtown  in  Kentucky's  second  district.  That 
particular  company  is  Crucible  Magnetics.  One  of  their  most  impor- 
tant products  is  a  rare,  high-powered  magnet  used  in  medical, 
motor,  computer,  and  electronics  markets. 

Crucible  Magnetics  holds  the  patent  and  is  the  sole  manufacturer 
of  these  magnets  in  the  United  States.  That  is  why  they  were  such 
an  attractive  target  for  a  number  of  Chinese  companies  which  have 
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been  infringing  on  Crucible's  patents  by  manufacturing  these 
magnets  and  selling  them  in  the  United  States. 

The  Chinese  companies  are  selling  Crucible's  technology  in  our 
country.  I  commend  this  committee  for  holding  this  hearing  to  dis- 
cuss our  ongoing  dispute  with  China  over  intellectual  property.  It 
is  obviously  one  of  the  greatest  concerns  in  today's  high-tech,  free- 
trade  atmosphere. 

Mr.  Chairman,  free  trade  is  important,  but  fair  trade  is  manda- 
tory. We  cannot  allow  China  or  any  other  country  to  flat-out  steal 
our  technology.  Assuming  this  Administration  will  have  a  chance 
to  prove  their  commitment  to  ending  the  problem  of  intellectual 
theft,  in  an  effort  to  stop  the  Chinese  infringement.  Crucible  took 
their  case  to  the  International  Trade  Commission.  Last  December, 
the  ITC  ruled  that  China  was  infringing  on  the  Crucible  patent 
and  has  recommended  that  an  exclusionary  rule  be  put  in  place  to 
prevent  future  thefts. 

At  the  end  of  this  month,  the  President  will  have  an  opportunity 
to  review  the  commission's  findings  and  approve  or  disapprove 
their  recommendation.  Mr.  Kantor,  I  urge  the  President  to  accept 
the  ITC  recommendation  and  stand  firm  against  this  and  other  ex- 
amples of  Chinese  intellectual  piracy.  This  is  a  golden  opportunity 
for  President  Clinton  to  demonstrate  he  is  not  only  committed  to 
free  trade  but  is  also  willing  to  back  up  the  carrot  with  the  stick. 
We  cannot  allow  any  nation  to  ignore  international  trade  law  and 
steal  American  technology. 

I  urge  the  President  to  back  up  the  ITC's  findings  in  this  case. 
We  can,  and  should,  do  business  with  China  and  other  nations  if 
they  are  willing  to  play  by  the  rules.  If  not,  we  must  push  forward 
witn  sanctions  until  we  prove  their  good  faith.  I  thank  you  for  al- 
lowing me  to  have  this  statement. 

Mr.  Bereuter.  Thank  you,  Mr.  Lewis.  Ambassador,  if  you  wish 
to  make  a  comment. 

Mr.  KA>rroR.  I  want  to  thank  the  Congressman  for  that  state- 
ment. The  case,  as  you  have  correctly  stated,  is  currently  before  the 
International  Trade  Commission  under  Section  337.  The  commis- 
sioners are  still  considering  what  remedy  to  put  in  place,  as  you 
know.  This  Administration  is  a  strong  supporter  of  Section  337  as 
a  means  to  prevent  the  importation  of  goods  that  infringe  upon  our 
patents.  We  have  a  strong  record,  frankly,  of  providing  relief  under 
this  statute. 

When  I  receive  this  determination  from  the  ITC,  I  will  review  it 
carefully  in  light  of  the  recommendation  and  certainly  our  commit- 
ments and  before  I  send  my  recommendation  on  to  the  President. 
I  appreciate  your  remarks. 

Mr.  Lewis.  Thank  you. 

Mr.  Bereuter.  Thank  you.  The  Chair's  time  has  expired.  I  will 
come  back  at  the  end  of  the  questioning  period,  if  necessary,  for 
questions  of  my  own.  I  would  like  to  recognize  the  Senator  from 
Wyoming,  chairman  of  the  Senate  East  Asian  and  Pacific  Sub- 
committee. I  must  say  to  you.  Senator  Thomas,  if  there  comes  a 
time  when  it  is  appropriate,  in  your  judgment,  for  us  to  meet  joint- 
ly with  you  in  the  Senate,  I  will  be  happy  to  take  the  House  Sub- 
committee on  Asia  and  the  Pacific  across  to  meet  with  you. 

Mr.  Thomas.  Great. 
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Mr.  Bereuter.  I  think  occasionally  it  might  work  to  our  advan- 
tage. 

Mr.  Thomas.  I  think  so,  too. 

Mr.  Bereuter.  I  recognize  the  gentleman. 

Mr.  Thomas.  Thank  you  very  much.  Let  me  just  ask  you  some 
short  questions  and  receive,  perhaps,  short  answers.  What,  in  your 
opinion,  have  the  Chinese  lived  up  to  in  the  spirit  of  the  IPR? 

Mr.  Kantor.  I  will  give  you  a  short  answer,  but  maybe  not  as 
clear  as  you  are  trying  to  get  at,  Senator. 

Mr.  Thomas.  Try  a  >es^  or  "no." 

Mr.  Kantor.  I  will  try.  I  would  like  to  give  you  a  "yes"  or  "no." 
I  am  prone  to  do  that.  But,  it  is  mixed,  and  we  still  have  not  fin- 
ished— we  had  hundreds  of  pages  of  documents.  First  of  all,  we 
have  had  these  18  meetings,  which  is  unprecedented.  Lee  Sands 
and  his  team  brought  back  literally  hundreds  of  pages  of  docu- 
ments in  Chinese.  They  have  now  been  translated.  We  have  re- 
viewed them.  We  are  now  trying  to  corroborate  certain  claims  that 
have  been  made  by  provincial  as  well  as  central  government  offi- 
cials. 

For  instance,  we  know  in  certain  instances  during  a  special  en- 
forcement period  where  they  have  had  4,200  raids  and  destroyed 
literally  millions  of  pirated  products.  That  has  worked  well.  We 
know  that  in  terms  of  training  we  have  had  good  cooperation.  In 
some  limited  cases,  their  customs  officials  have  operated  in  an  ap- 
propriate and  proper  manner.  However,  we  see  grave  and  serious 
lack  of  action  in  the  four  areas  I  mentioned  before.  And,  I  will  not 
take  up  your  valuable  time  to  go  over  that.  So,  that  is  where  we 
see  the  problem. 

So,  it  is  hard  to  give  a  "yes"  or  "no"  answer.  We  are  in  the  middle 
of  this  review.  We  need  corroboration  on  certain  vital  facts.  There 
were  just  some  reports  that,  unfortunately,  may  turn  out  to  be  er- 
roneous about  the  closure  of  some  other  factories,  CD  factories.  So, 
that  is  why  it  is  a  little  difficult  to  give  you  a  clear  "yes"  or  "no", 
and  for  that  I  apologize. 

Mr.  Thomas.  It  would  be  interesting  to  get  a  response  from  the 
industry  people  on  this.  Is  China  still  on  the  trade  watch  list? 

Mr.  Kantor.  They  have  been  on  that  list  in  one  category  or  an- 
other for  quite  a  period  of  time.  If  somebody  can  help  me  and  tell 
me  how  many  years  now — since  1989.  So,  that  is  almost  7  years 
now. 

Mr.  Thomas.  It  really  does  not  matter  whether  they  are  on  it  or 
not,  does  it? 

Mr.  Kantor.  Well,  the  fact  is  we  have  made  some  progress  under 
this  Intellectual  Property  Rights  agreement. 

Mr.  Thomas.  Sure. 

Mr.  Kantor.  Whether  we  have  made  enough  is  the  question,  and 
whether  China  is  really  going  to  live  up  to  their  responsibilities  is 
the  question. 

Mr.  Thomas.  Being  on  there  for  what — is  it  6  or  7  years? — would 
cause  you  to  think  progress  is  not  coming  along. 

Mr.  Kantor.  Unfortunately,  they  are  not  the  only  country  in  the 
world  that  has  been  on  there  for  that  period  of  time. 

Mr.  Thomas.  We  have  held  several  hearings,  as  you  know,  on 
this  matter.  And  each  time,  why,  we  will  check  it  out.  We  do  not 
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know.  At  some  point,  it  seems  like  we  are  going  to  have  to  either 
say  they  are  living  up  to  it  or  they  are  not.  What  was  your  rec- 
ommendation to  the  Administration,  your  personal  recommenda- 
tion? 

Mr.  Kantor.  On — I  am  sorry. 

Mr.  Thomas.  On  what  you  do  here.  It  has  been  reported  that  you 
urged  to  set  a  date  for  compliance  and  that  that  suggestion  has  not 
been  accepted.  Is  that 

Mr.  Kantor.  No.  I  said  there  should  be  some  target  dates.  First 
of  all,  the  agreement  is  not  even  a  year  old.  As  you  know,  March 
12th  would  be  the  anniversary  date  when  I  was  in  Beijing  and  we 
signed  the  agreement.  Second,  we  said  that  February  26th  and 
March  12th  are  benchmark  dates.  February  26th  was  the  date  that 
Ambassador  Barshefsky  initialed  the  agreement.  I  signed  it  on 
March  12th. 

Let  me  say  this.  We  are  not  going  to  stand  idly  by  and  wait  for- 
ever for  China  to  fulfill  its  responsibilities.  I  think  it  would  be  un- 
fortunate if  I  went  further  than  that  in  this  hearing.  Until  we  have 
finished  our  review,  until  we  have  tried  to  corroborate  the  claims 
made  by  the  Chinese  authorities,  it  would  be,  I  think,  not  helpful 
if  I  became  any  more  detailed  than  that.  But,  I  think  it  is  clear 
from  what  we  did  last  year — we  invoked  sanctions.  The  only  reason 
they  were  not  imposed  is  that  China  has  reached  a  30-page  agree- 
ment, which  is  very  detailed  and  very  tough — as  I  said,  a  no-non- 
sense and  common-sense  agreement. 

Mr.  Thomas.  Yes. 

Mr.  Kantor.  And  so  I  think  our  view  in  this  Administration  is 
quite  clear  on  this  matter. 

Mr.  Thomas,  Well,  let  me  just  close  by  saying  that  sometimes  we 
make  agreements,  then  there  are  very  specific  agreements  that  are 
made,  and  then  we  come  back  and  come  back,  and,  gosh,  we  have 
a  $40-billion  deficit  there.  It  seems  like  there  comes  a  point  when 
we  ought  to  say  we  are  either  doing  that  or  we  are  not. 

Mr.  Kantor.  I  could  not  agree  more.  Senator. 

Mr.  Thomas.  I  personally  think  we  ought  to  have  less  involve- 
ment in  all  the  minutiae  but,  when  we  do  make  an  agreement,  we 
ought  to  do  it.  Let  me  just  stop  there. 

Mr.  Kantor.  Well,  Senator,  we  have  taken  140  specific  trade  ac- 
tions enforcing  our  trade  laws  in  this  Administration.  We  have 
reached  over  200  trade  agreements,  all  for  the  same  purpose:  keep 
your  agreements,  make  the  rules  fair,  level  the  playing  field.  That 
is  what  we  are  about — ^breaking  down  the  barriers  to  our  products 
and  services  going  into  other  markets.  On  that,  I  know  you  and  I 
agree  thorou^ly.  And,  we  will  continue  to  operate  in  that  manner. 

Mr.  Thomas.  I  appreciate  it,  and  you  are  doing  a  good  job. 

Mr.  Kantor.  Thank  you,  sir. 

Mr.  Thomas.  We  are  talking  about  intellectual  property  here 
today,  however.  That  is  the  one  we  need  to  talk  about. 

Mr.  Kantor.  Thank  you. 

Mr.  Bereuter.  Thank  you.  Now,  recognizing  our  colleagues  in 
the  order  of  appearance,  I  call  on  the  gentleman  from  Illinois,  Mr. 
Manzullo,  for  his  time. 

Mr.  Manzullo.  Thank  you,  Mr.  Chairman,  Mr.  Ambassador.  I 
always  appreciate  your  candor  and  the  difficulty  of  your  position. 
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While  I  recognize  that  this  hearing  focuses  on  intellectual  prop- 
erty rights  in  China,  I  have  a  China  trade-related  question.  Did  the 
USTR  participate  in  the  interagency  National  Security  Council 
working  group  on  developing  a  recommendation  to  the  Eximbank 
on  the  Three  Gorges  project? 

Mr.  Kantor.  Yes,  sir,  we  did. 

Mr.  Manzullo.  And  the  recommendation  was? 

Mr.  Kantor.  With  all  due  respect.  Congressman,  those  internal 
Administration  discussions  probably  are  not  appropriate  for  me  to 
discuss.  The  fact  is  the  decision  was  made,  ana  I  support  the  Ad- 
ministration position. 

Mr.  Manzullo.  If  I  might,  the  White  House  released  a  document 
September  22  that  recommended  that  Eximbank  deny  financing  on 
the  Three  Gorges  project.  In  fact,  $10-billion  worth  of  Eximbank  fi- 
nancing is  now  held  up.  I  understand  the  sensitivity  involved  with 
the  nuclear  rings,  etc.,  but  the  National  Security  Council  did  state 
that  the  USTR  concurred  with  the  cutting  off  U.S.  financing  for 
Eximbank  on  this  project.  To  me,  this  is  an  anomaly  because  I 
know  how  hard  you  nave  worked. 

In  fact,  as  I  look  at  the  statement  that  you  have  given  orally  and 
in  writing  to  the  committee,  page  one  you  state,  "The  most  repres- 
sive periods  in  modem  Chinese  history  did  not  occur  in  times  of 
open  exchange  but  in  times  of  isolation."  And  on  page  two,  the  sec- 
ond paragraph  fi-om  the  bottom  states:  "China  continues  to  main- 
tain one  of  the  world's  most  closed  markets  for  goods  and  services." 

On  page  six,  you  state  that  as  a  result  of  the  1992  Market  Access 
Agreement,  it  says,  "By  reducing  these  barriers,  China  will  open 
markets  for  computers,  medical  equipment,  and  heavy  machinery." 

Now,  what  we  have  going  on  is  the  fact  that  the  Three  Gorges 
project,  which  is  the  world's  largest  public  works  project,  hydro- 
electric power,  was  in  the  process  of  buying  $200-million  worth  of 
tractors  from  Caterpillar.  While  the  White  House  did  not  forbid  the 
sale,  it  recommended  pulling  Eximbank  financing,  which  is  going 
to  cost  the  companies  3  percentage  points  more  for  a  loan  on  a 
project  that  is  already  going  to  be  built. 

And  so  here  we  have  an  opportunity.  We  have  a  country  that  has 
opened  the  market  for  heavy  machinery.  These  are  Caterpillars. 
These  are  scrapers  or  cravylers.  They  have  nothing  to  do  with  any 
type  of  nuclear  proliferation.  Ten  billion  dollars'  worth  of  exporting 
is  on  hold  at  Eximbank.  That  is  20,000  high-paying  American  jobs. 
I  think  it  is  unwise  at  this  point  in  American  foreign  policy  to 
make  it  difficult  for  American  companies  to  do  business  with  China 
in  those  areas  where  we  have  markets.  I  can  assure  you  that  if 
Caterpillar  does  not  sell  that  equipment,  Kamatsu  from  Japan  will 
do  it. 

And  so  I  would  simply  present  to  you  an  opportunity  to  perhaps 
take  this  back  to  the  White  House  and  say,  "Look,  the  Members 
of  Congress  understand  the  problem  with  piracy."  They  know  that 
because  they  are  small  things  and  easy  to  pirate,  that  tne  Adminis- 
tration is  doing  everything  possible,  but  there  are  other  areas  that 
are  open  that  are  not  capable  of  being  copied  that  could  produce 
thousands  of  jobs  in  this  country.  Did  you  want  to  comment  on 
that,  Mr.  Kantor? 

Mr.  Kantor.  Well,  just  quickly 
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Mr.  Manzullo.  Sure. 

Mr.  Kantor  [continuing],  and  I  certainly  understand  your  con- 
cern. There  were  three  reasons  why  the  Administration  took  the 
position  on  Three  Gorges  that  we  did.  One  was  environmental  con- 
cerns. It  is  not  only  the  world's  largest  public  works  project;  as  a 
public  works  project,  it  has  the  world's  largest  environmental  im- 
pact. 

Mr.  Manzulix).  Let  me  interrupt  you.  The  project  will  be  built. 
I  mean,  it  will  be  built  with  or  without  American  machinery.  And 
I  know  it  is  an  environmental  and  human  rights  issue.  We  are  con- 
cerned about  the  Chinese  alligator,  but  the  arguments  that  have 
been  used  by  the  Administration  presume  the  project  will  not  be 
built  and  that  by  withdrawing  Eximbank  financing,  it  will  stop  the 
project. 

I  am  sorry  I  interrupted  you,  but  I  just  wanted  to  preface  that 
each  of  those  arguments  will  really  literally  hold  no  water  because 
the  project  will,  in  fact,  be  built  with  or  without  U.S.  participation. 

Mr.  Kantor.  I  was  tempted  to  tell  an  old  Russell  Long  story 
about  the  woman  who  says  I  do  not  vote.  It  just  encourages  them. 
But  I  will  not  do  that.  That  was  the  punch  line. 

Mr.  Manzullo.  Please  forgive  me.  Please  go  ahead  and  make 
your- 


Mr.  Kantor.  One  is  environmental  concerns;  two,  of  course, 
there  was 

Mr.  Manzullo.  Human  rights. 

Mr.  Kantor  [continuing],  as  you  know,  a  million  people  would 
have  been  subject  to  forced,  or  will  be  forced 

Mr.  Manzullo.  That  is  correct. 

Mr.  Kantor  [continuing],  if  it  is  built,  forced  relocation;  third,  we 
were  likely  to  face  protracted  litigation,  which  would  have  started 
with  a  request  for  an  injunction  under  our  own  laws  if  we  did  it; 
and,  fourth,  there  are  serious  questions  about  the  financing  of  the 
project.  I  understand  your  concerns.  Reasonable  people  can  differ 
on  subjects  such  as  this. 

Mr.  Manzullo.  The  Administration  now  has  a  formal  policy  that 
all  Eximbank  financing  to  China  is  on  hold.  That  is  for  all  prmects, 
every  single  project  in  China.  So  it  is  not  just  limited  to  the  Three 
Gorges,  and  on  Three  Gorges,  that  dam  will  be  built. 

It  is  going  to  happen,  and  if  we  are  afraid  of  litigation  because 
somebody  in  this  country  is  going  to  say  that  the  Endangered  Spe- 
cies Act  has  extraterritorial  applicability  and  the  United  States 
does  not  move  because  we  are  afraid  of  a  lawsuit,  then  these  rea- 
sons simply  do  not  make  sense.  I  know  they  are  not  your  answers, 
Mr.  Kantor,  but  the  Administration  has  come  up  with  these  four 
reasons. 

Mr.  Bereuter.  I  thank  the  gentleman  for  his  line  of  questioning. 
I  met  with  the  chairman  of  the  Eximbank  myself  and  raised  ques- 
tions about  the  legal  propriety  of  the  decision  that  was  made.  Per- 
haps this  is  sometning  we  ought  to  investigate  further  in  this  sub- 
committee and  with  Mr.  Roth's  subcommittee.  Now  I  call 

Mr.  Kantor.  Mr.  Chairman,  just  for  the  record,  the  holdup  of 
Eximbank  financing  generally  for  China,  as  we  all  know,  is  just  a 
temporary  hold  due  to  other  reasons  not — as  I  know  the  Congress- 
man knows— due  to  the  Three  Gorges  Dam  project. 
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Mr.  Bereuter.  The  gentleman  from  California,  Mr.  Royce,  is  rec- 
ognized. 

Mr.  Royce.  Thank  you,  Mr.  Chairman.  We  are  going  to  have, 
Representative  Kantor,  a  difference  of  opinion,  I  am  sure,  among 
members  of  this  committee.  I  am  not  usually  an  enthusiast  for  pub- 
lic works  projects,  but  let  me  say  if  we  are  going  to  build  the 
world's  largest  public  works  project,  let's  build  it  in  the  United 
States. 

So  just  on  the  record,  let  me  state  that,  in  my  opinion,  thinking 
back  through  the  hearings  that  we  have  held  in  these  subcommit- 
tees and  learning  about  the  work  conditions  in  the  Logi  camps  in 
China  where  hundreds  of  thousands  of  people  are  forced  to  work 
for  free  basically  for  goods  and  services  which  end  up  on  the  world 
market — and,  indeed,  we  find  some  of  them  end  up  here  in  the 
United  States — it  is  rather  distressing  that  the  West  puts  such  re- 
sources and  such  largesse  into  a  buildup  of  potential  in  a  country 
that  remains  a  one-copy  country  when  it  comes  to  robbing  America 
of  its  software. 

And  I  think  it  is  so  very  difficult  for  U.S.  companies  to  gain  mar- 
ket access  in  China.  I  would  ask  you.  Representative  Kantor,  con- 
sidering that  the  United  States  only  exports  approximately  $10-bil- 
lion  worth  of  goods  to  China  while  we  import  approximately  $40- 
billion  worth  of  Chinese  goods,  which  nation  would  be  most  ad- 
versely affected  by  an  interruption  of  trade? 

Mr.  Kantor.  Both  would  be  adversely  affected,  assuming  what 
you  are  referring  to  would  be  a  complete  disruption  or  interruption 
in  trade.  I  am  taking  that  from  your  theoretical  question. 

Mr.  Royce.  Well,  I  asked  which  country  would  be  most  affected. 
We  have  $2  trillion  in  trade  in  the  world. 

Mr.  Kantor.  We  have  $2  trillion  in  trade  as  of  this  year.  China 
exported  to  the  United  States  a  little  over  $44  billion.  We  exported 
over  $11  billion.  This  year,  I  mean  1995,  is  the  latest  numbers  we 
have.  We  had  a  $33-billion  trade  deficit — a  little  over  $33  billion, 
to  be  exact. 

Mr.  Royce.  Yes. 

Mr.  Kantor.  Frankly,  for  the  first  time,  I  do  not  think  you  hear 
that.  It  is  interesting.  The  first  time  in  memory  that  our  percent- 
age increase  in  exports  to  China  exceeded  their  percentage  increase 
in  imports  to  the  United  States.  Now,  admittedly,  that  is  off  dif- 
ferent bases. 

Mr.  Royce.  Well,  they  had  a  4-to-l  advantage,  and  now  maybe 
it  is  3.7-to-l  advantage. 

Mr.  Kantor.  Well,  but  it  is  a  glimmer. 

Mr.  Royce.  Right. 

Mr.  Kantor.  It  is  a  glimmer  of  hope,  and,  frankly,  it  is  happen- 
ing all  over  Asia. 

Mr.  Royce.  Yes. 

Mr.  Kantor.  Now,  as  you  know,  we  reduced  our  trade  deficit 
with  Japan  in  a  very  rapid  fashion — almost  10  percent  going  down, 
and  it  is  going  down.  Japan  reported  at  the  end  of  January  1996 
that  they  had  the  lowest  trade  surplus  with  the  United  States  that 
they  have  had  in  12  years.  So,  I  am  not  saying  that  to  beat  our 
chest.  You  know,  this  is  a  product  of,  frankly,  good  bipartisan  pol- 
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icy  between  administrations,  Republican  and  Democrat,  and  this 
Congress,  which  I  think  is  something  to  note. 

If,  in  fact,  there  was  a  disruption  in  trade,  I  will  say  again — ^you 
may  not  agree — we  would  both  be  hurt  for  many  different  reasons, 
not  the  least  of  which  is  that  this  is  potentially  the  largest  single 
market  on  earth.  It  is  growing  at  7  to  14  percent  a  year.  We  have 
increasing  numbers  of  American  jobs  tied  to  our  exports  to  China — 
160,000  today — especially  in  our  State  of  California.  And,  it  would 
not  be  in  our  interest  to  not  pursue  those  opportunities — not  for 
China's  interest  but  for  the  interest  of  our  workers  and  our  stand- 
ard of  living. 

Mr.  RoYCE.  Mr.  Kantor,  the  West  continues  to  build  the  largest 
public  works  projects  in  the  history  of  the  world  in  this  country, 
yes,  its  economy  is  going  to  grow  at  a  very  rapid  rate,  but  it  is 
going  to  be  growing  because  of  our  largesse,  and  I  would  just  point 
that  out. 

Now,  the  Administration's  policy  toward  China  has  been  de- 
scribed as  strategic  ambiguity  in  regard  to  the  recent  hostilities  to- 
ward Taiwan.  Is  the  USTR  functioning  under  a  similar  strategy; 
and,  if  not,  would  you  tell  us  the  conditions  that  the  Chinese  Grov- 
ernment  must  meet  to  maintain  the  current  favorable  trade  policy? 

Mr.  Kantor.  Well,  in  intellectual  property  rights,  let  me  be  quite 
precise.  They  must  satisfy  the  following  provisions  of  the  agree- 
ment reached  and  signed  on  March  12,  1995:  first,  they  must  deal 
effectively  with  those  29  CD  plants  operating  really  as  pirate 
plants  in  Southern  China;  second,  they  must  make  real  progress  in 
implementing  customs  regulations  and  enforcing  those  regulations 
at  the  border;  third,  they  should  extend  the  special  enforcement  pe- 
riod, which  has  been  effective  at  the  retail  and  wholesale  level, 
which  resulted  in  the  4,200  raids  and  destructions  of  the  pirated 
projects;  and,  fourth,  they  should  provide  effective  market  access 
beginning  as  soon  as  possible. 

Mr.  RoYCE.  I  thsmk  you,  Representative  Kantor.  Thank  you,  Mr. 
Chairman. 

Mr.  Bereuter.  The  gentleman  from  North  Carolina.  I  have  a 
couple  of  wind-up  questions.  Perhaps  Senator  Thomas  will  have — 
I  am  sorry.  I  beg  your  pardon.  I  thought  you  had  left. 

Mr.  Rohrabacher.  Thank  you  very  much. 

Mr.  Bereuter.  You  are  recognized  for  5  minutes. 

Mr.  Rohrabacher.  And  what  if  they  do  not  do  these  things?  You 
just  picked  it  off  from  my  friend,  Mr.  Royce.  What  if  they  do  not 
comply? 

Mr.  Kantor.  I  have  tried  to  make  it  clear,  Mr.  Rohrabacher,  that 
this  Administration's  policies  in  this  area,  when  others  do  not  com- 
ply with  solemn  trade  agreements  we  have  entered  into,  is  about 
as  clear  as  it  could  be.  We  have  been  clear,  we  have  been  consist- 
ent, and  we  have  been  constant. 

Mr.  Rohrabacher.  In  Most-Favored-Nation  Status 

Mr.  Kantor.  We  will  pursue  the  remedies  that  we  have  avail- 
able. 

Mr.  Rohrabacher.  OK.  Most-Favored-Nation  Status  will  be 
pulled? 

Mr.  Kantor.  I  do  not  think  I  said  that. 

Mr.  Rohrabacher.  Well,  that  is  the  trouble:  you  did  not  say  it. 
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Mr.  Kantor.  Mr.  Rohrabacher,  I  intend  to  keep  this  job  for  a 
while,  and  that  is  the  President's  decision;  and  if  I  want  to  keep 
the  job,  I  think  I  will  let  him  make  that  decision. 

Mr.  Rohrabacher.  Well,  we  are  hoping  that  the  President  does 
not  keep  his  job,  if  you  know  what  I  mean. 

Mr,  Kantor.  Well,  I  think  you  will  have  us  for  about  5  more 
years. 

[Laughter.] 

Mr.  Rohrabacher.  Well,  we  will  see. 

Mr.  Kantor.  Then,  I  will  see  you  back  in  California. 

Mr.  Rohrabacher.  All  right.  You  know,  I  just  have  to  say,  first 
of  all,  I  applaud  vou — and  you  are  not  used  to  having  me  applaud 
you,  I  understand. 

Mr.  Kantor.  No,  I  am  not.  This  is  a  shock,  but  it  is  welcome. 

Mr.  Rohrabacher.  I  applaud  you  for  the  30  days  in  which  you 
have  basically  pulled  the  Eximbank  from  servicing  the  needs  of 
this  dictatorship  over  in  China.  I  mean,  I  applaud  you  for  that. 
That,  at  least,  will  get  their  attention.  The  fact  that  this  Adminis- 
tration early  on  pulled  any  discussion  of  human  rights  with  Most- 
Favored-Nation  status  is,  I  think,  what  has  brought  you  a  lot  of 
problems,  because  the  people  in  China  obviously  are  looking  at 
what  this  Administration  does  rather  than  what  it  says. 

And  I  will  agree  with  my  friend,  Mr.  Royce,  that  if  we  are  going 
to  spend  billions  of  dollars  on  public  works  projects,  it  should  not 
be  for  the  dictatorship  on  the  mainland  China  but  should  be  bene- 
fiting the  people  of  the  United  States.  If  we  do  that,  if  we  end  up 
financing  the  Three  Gorges  project  or  financing  these  other  invest- 
ments in  China,  what  we  are  telling  this  vicious  regime  that  con- 
tinues to  oppress  their  people  and  is  beginning  to  shoot  missiles  at 
Taiwan,  we  are  telling  them  through  our  actions  that  we  really  do 
not  care  about  those  things. 

Maybe  some  of  the  problems  that  we  have  now  are  that  the  Chi- 
nese on  the  mainland  look  at  us  as  the  biggest  patsies  in  the  world 
because  we  are  letting  them  get  away  with  not  only  abusing  the 
rights  of  their  own  people  and  threatening  their  neighbors,  but 
making  a  $40-billion  profit  upon  trade  with  the  United  States 
while  they  are  doing  it. 

Isn't  there  some  sort  of  underlying  principle  that  should  be  at 
play  here  that  would  prevent  the  United  States  from  being  in  a  po- 
sition like  this? 

Mr.  Kantor.  Well,  I  think  you  would  only  want  me  to  comment 
in  the  area  where  at  least  I  have  limited  expertise.  You  know,  a 
normal  trade  relationship  where  everyone  lives  up  to  their  bargain, 
where  you  have  a  respect  for  law  and  international  norms  can  be 
quite  helpful.  We  believe  if  China  would  live  up  to  their  respon- 
sibilities under,  say,  this  Intellectual  Property  Rights  Agreement, 
it  would  have  effects  beyond  just  protecting  our  property  in  China, 
which  is  important  enough,  frankly.  It  would  also,  of  course,  lead 
to  changes  throughout  China  in  terms  of  respect  for  law  and  nor- 
malization or  respecting  international  norms. 

Let  me  also  say,  if  I  might  just  add  quickly,  the  products  we  are 
talking  about  are  very  interesting  because  they  tend  to  lead  to 
more  open  societies:  computers,  software,  movies,  music,  books,  and 
other  kinds  of  material  that  we  would  want  in  an  open  society  in 
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order  to  bring  a  greater  respect  for  the  rights  of  individuals.  And 
so  I  would  suggest  that  this  kind  of  engagement  could  have  some 
very  beneficial  effects. 

Mr.  RoHRABACHER.  Am  I  wrong  that  the  Chinese  military  are 
some  of  the  people  who  are  making  the  copies  of  our  CDs  and  vid- 
eos and  that  the  profit  that  they  are  making  from  stealing  our  in- 
tellectual property  rights  is  going  into  modernizing  their  military 
so  they  can  bully  their  neighbors  in  the  Pacific?  Does  this  make 
any  sense?  The  China  policy  of  this  Administration,  as  far  as  I  am 
concerned,  has  been  haywire  firom  the  beginning.  We  have  sent 
messages  that  human  rights  do  not  count;  we  have  sent  messages 
that  no  matter  what  they  do,  we  want  their  business  so  badly  that 
they  can  get  away  with  it. 

And  then  we  are  surprised  that  they  continue  stealing  our  intel- 
lectual property  rights  and  start  shooting  missiles  at  Taiwan?  That 
is  no  surprise.  This  is  a  product  of  this  Administration's  policies, 
and  I  am  afraid  that  that  weakness  is  what  the  Chinese  have  been 
seeing  because  what  they  hear  is  not  as  important  as  what  they 
see. 

Pardon  me,  but  I  do  applaud  you  for  what  you  did  with  the 
Eximbank. 

Mr.  Bereuter.  I  thank  the  gentleman.  I  would  just  say  to  my 
colleagues  that  very  little  of  the  development  in  China  that  is  un- 
derway is  done  with  multilateral  development  bank  funds.  Most  of 
the  development  that  is  under  way  that  involves  West  European 
and  Japanese  and  American  firms  is  done  because  we  are  there  to 
make  a  profit. 

And  the  Eximbank,  of  course,  the  primary  subsidy  goes  not  to  a 
foreign  government  or  to  a  foreign  country;  it  goes  to  American 
firms  so  that  they  can  employ  people  in  Peoria  and  in  the  aircraft 
industry  in  St.  Louis  and  Seattle  and  Wichita,  and  that  is  what  the 
Eximbank  is  all  about,  for  the  most  part,  and  their  counterparts  in 
the  other  countries  as  well,  trying  to  do  business  for  a  profit  in 
China. 

Mr.  Kantor,  I  understand  that  a  senior  delegation  of  Chinese 
trade  officials  recently  visited  here,  and  they  argued  that  the  Unit- 
ed States  had  failed  to  live  up  to  its  promises  of  technical  assist- 
ance for  help  in  implementing  the  bilateral  Intellectual  Property 
Rights  Agreement.  I  have  no  idea  whether  there  is  any  accuracy 
in  that  or  not,  but  perhaps  you  could  tell  us,  first  of  all,  what  we 
are  doing  to  help  them  live  up  to  their  commitments. 

And,  second,  is  the  central  issue  one,  in  your  judgment,  of  a  lack 
of  political  will  or  inability  of  the  Chinese  to  control  the  piracy  to 
the  extent  that  they  are  not  yet  complying  as  we  would  like  them 
to  comply  with  the  agpreement?  Is  it  a  matter  of  political  will  or 
technical  competence  or  control? 

Mr.  Kantor.  Let  me  answer  both  of  your  questions.  First,  let  me 
quickly  address  the  first  question  on  whether  we  have  lived  up  to 
our  part  of  the  bargain.  We  have.  Agencies  such  as  the  Patent  and 
Trademark  Office,  the  FBI,  Customs,  the  Department  of  Com- 
merce, as  well  as  USTR,  have  spent  literally  hundreds  and  hun- 
dreds of  person-hours  in  China  working  with  the  Chinese  trying  to 
provide  the  technical  assistance  we  promised  under  the  agreement; 
so  that  is  just  not  correct. 
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Second,  I  think  it  is  a  combination  of  both  not  being  able  to  con- 
trol certain  aspects  of  their  industrial  base  in  certain  regions  of  the 
country  as  well  as  a  lack  of  political  will  or  failure  to  make  deci- 
sions which  would  result  in  the  enforcement  of  this  agreement. 

It  is  interesting,  when  the  Chinese  want  to  close  one  of  these  fac- 
tories because  it  is  producing  pornographic  material,  it  is  done  very 
quickly;  but  when  a  factory  is  producing  pirated  materials,  either 
CDs  like  I  showed  here  or  LDs  or  videos  or  others,  they  seem  not 
to  move  as  quickly  or  at  all. 

We  believe  they  have  the  power  to  satisfy  those  parts  of  the 
agreement  that  I  noted,  hopefully,  in  a  fairly  precise  way.  We  be- 
lieve that  there  is  a  failure  on  the  part  of  the  Chinese  at  this  point 
to  make  a  decision  they  are  going  to  live  up  to  the  agreement  and 
move  forward  in  this  very  critical  area. 

Mr,  Bereuter.  Thank  you.  Ambassador  Kantor,  I  think,  if  I  un- 
derstood you  correctly,  you  are  saying  that  a  lot  of  the  intellectual 
piracy  products  that  are  being  exported  are  exported  out  of  Hong 
Kong.  My  question  would  be,  therefore,  what  are  the  British  doing 
about  that.  And,  second,  if  you  have  any  comment  on  the  fact  that 
allegedly  a  significant  number  of  the  firms  or  the  factories  that  are 
producing  this  piracy  are  there  because  of  Taiwanese,  Hong  Kong, 
and  Chinese  military  investments.  And  maybe  there  are  no  white 
hats  there;  there  a  lot  of  black  hats  and  smudged  hats.  What  is  the 
situation? 

Mr.  Kantor.  Much  of  the  investment  in  these  factories  comes 
through  Taiwan  and  Hong  Kong.  I  might  go  back  to  Mr. 
Rohrabacher's  statement.  There  are  a  lot  of  contradictions  in  what 
is  going  on  now  in  this  area,  given  the  other  subject  of  your  state- 
ment. Hong  Kong  is  a  place,  of  course,  where  transshipments  of 
many  of  these  goods  takes  place,  not  only  into  Asia,  which  is  dif- 
ficult enough,  but  as  far  to  the  east  as  Canada  and  getting  into 
Russia  and  the  CIS  states;  and  it  is  costing  us  a  huge  amount  of 
sales,  which  I  know  the  industry  will  be  talking  about. 

We  have  contacted  our  counterparts,  both  in  Hong  Kong  and  Tai- 
wan, and  we  have  made  it  clear  we  expect  them  not  only  to  enforce 
their  customs  laws  and  to  stop  pirated  products  from  coming 
through,  but  we  are  going  to  insist  that  they  look  at  these  investors 
and  investments  and  work  with  us  to  try  to  achieve  the  full  en- 
forcement of  this  agreement. 

Mr.  Bereuter.  Thank  you.  Ambassador.  In  order  to  give  the 
Senate  something  closer  to  equal  time.  Senator  Thomas,  do  you 
have  any  concluding  remarks  you  would  like  to  make? 

Mr.  Thomas.  I  have  a  couple  of  more  questions,  if  I  might. 

Mr.  Bereuter.  Sure. 

Mr.  Thomas.  It  is  my  understanding — and  I  am  not  certain  of 
this — that  when  the  World  Trade  Organization  came  into  existence, 
China,  as  well  as  some  other  non-WTO  countries,  were  granted 
WTO  tariffs  that,  in  effect,  have  the  same  benefit  as  they  would  if 
they  belonged  to  WTO.  Is  that  correct?  With  the  United  States 

Mr.  Kantor.  Under  U.S.  law,  when  we  waive  Jackson-Vanik  and 
MFN  is  granted.  Senator,  what  happens  is,  of  course,  we  have  to 
give  them  under  Most-Favored-Nation  the  same  benefit  we  give 
other  nations.  123  nations  lowered  their  tariffs  as  a  result  of  the 
WTO.  And,  in  fact,  we  have  had  a  huge  increase  in  our  exports  as 
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a  result.  Obviously,  China  and  others  who  are  not  WTO  members 
but  who  have  MEN  status  with  this  country — as  you  know,  China 
is  year-to-year — get  the  benefit  of  that  bargain.  They,  in  fact,  be- 
come a  free  rider. 

Mr.  Thomas.  As  I  recall,  we  had  a  number  of  criteria  when  some 
of  you  were  over  there  a  while  back  and  said  these  are  the  things 
you  must  do  to  get  to  the  WTO.  As  far  as  we  are  concerned,  they 
are  getting  a  free  ride,  aren't  they?  There  is  no  advantage 

Mr.  Kantor.  At  this  point,  that  is  why  we  support  their  acces- 
sion— I  think  it  would  be  good  for  the  country — ^but  only  on  a  com- 
mercially reasonable  basis.  We  cannot  have  China  joining  the  WTO 
and  not  taking  on  the  central  obligations  every  member  takes  on: 
transparency  or  national  treatment  or  trading  rights  or  foreign  ex- 
change regimes.  It  would  not  be  in  our  interests  to  create  a  politi- 
cal accession  for  China.  They  have  to  understand  this  is  on  an  eco- 
nomic basis.  They  have  to  live  up  to  these  responsibilities. 

That  does  not  mean  that  in  certain  areas,  like  other  developing 
countries  for  certain  purposes,  China  might  have  less  stringent  im- 
mediate obligations  than  the  United  States.  However,  the  WTO, 
the  Uruguay  Round,  the  best  part  of  it,  Senator,  it  is  a  single  un- 
dertaking. What  that  means  is  within  10  years  everyone  in  the 
world  will  play  by  the  same  rules,  and  the  same  would  go  for 
China. 

Mr.  Thomas.  Someone — I  have  forgotten  who  it  was  now — was  in 
a  while  back  and  suggested  that  maybe  we  would  be  better  off  if 
they  were  in — instead  of  them  having  these  bilateral  arrange- 
ments. There  would  be  a  multilateral  pressure  from  others  as  well 
as  the  United  States.  What  is  your  reaction  to  that? 

Mr.  Kantor.  My  reaction  is  we  would  be  better  off  under  the  ap- 
propriate and  proper  circumstances  where  they  took  on  their  legiti- 
mate obligations.  The  answer  to  that  would  be  "of  course",  and  we 
support  that. 

Mr.  Thomas.  We  do  have  a  growing — I  g^ess  there  are  different 
views  about  the  size  of  it — and  chronic  trade  imbalance,  a  substan- 
tial trade  imbalance,  with  China,  do  we  not?  What,  in  addition  to 
this,  are  we  doing  about  the  trade  balance,  specifically? 

Mr.  Kantor.  Well,  what  we  have  to  do  is  make  sure  we  have  ef- 
fective market  access  in  China.  We  have  to  make  these  bilateral 
agreements  work,  whether  it  is  services  or  industrial  products,  ag- 
riculture, or  intellectual  property  rights.  Second,  we  have  to  use 
the  Asian  Pacific  Economic  Cooperation  forum  and  the  kind  of 
opening-up  process  that  is  happening  there — China  is  a  member,  as 
is  Taiwan  and  Hong  Kong — one  of  the  few  places  in  the  world  all 
three  are  members  of  an  international  organization 

Mr.  Thomas.  Yes. 

Mr.  Kantor  [continuing],  to  have  China  begin  to  put  on  the  table 
efforts  to  open  up  their  country.  One  thing  they  did  do  at  the 
Osaka  meeting,  they — we  have  not  seen  the  details  now,  so  I  am 
a  little  bit — I  am  still  a  little  bit  concerned — ^they  said  they  would 
open  up  4,000 — reduce  tariffs  by  34  percent  on  4,000  tariff  lines. 
If  they  actually  did  that  and  we  saw  the  lines  and  they  included 
agriculture,  it  would  be  a  step  in  the  right  direction.  Then,  of 
course,  if  the  WTO,  if  they  will  live  up  to  the  foundation  require- 
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ments  of  the  WTO  and  gain  accession  on  a  commercially  reasonable 
basis,  that  would  help  as  well. 

So  in  all  three  areas — bilaterally,  regionally,  multilaterally — we 
need  to  continue  to  work  in  that  area  in  order  to  achieve  what  you 
want  to  achieve,  which  is  a  balanced  trade  relationship.  That  does 
not  mean — and  this  is  where  I  agree  with  economists — in  any  par- 
ticular year  one  country  or  the  other  might  have  a  trade  sur- 
plus  

Mr.  Thomas.  Sure. 

Mr.  Kantor  [continuing],  but  you  would  not  have  the  kind  of  sit- 
uation where  you  have  a  trade  deficit  bom  of  discrimination 
against  U.S.  products  and  services. 

Mr.  Thomas.  You  know,  what  you  just  said  is  what  is  sort  of  the 
trouble  for  all  of  us  and  that  is  you  said  if  they  live  up  to  these 
things,  that  is  what  we  are  talking  about  here;  it  is  living  up  to 
the  thing. 

Mr.  Kantor.  That  is  right. 

Mr.  Thomas.  We  have  been  through  a  series  of  these  hearings, 
and,  frankly,  I  do  not  know  how  difficult  it  is,  but  I  can  imagine 
how  difficult  it  is.  The  gentleman  behind  you  there  has  been  in 
China  talking  about  this,  but  we  never  seem  to  have  anybody  say 
very  definitively  whether  we  are  making  progress  or  whether  we 
are  not,  whether  we  are  going  to  get  there  or  whether  we  are  not; 
we  just  sort  of,  well,  you  know.  Ajnd  sometime  I  hope  we  can  say, 
by  golly,  we  are  either  on  it  or  we  are  not.  Is  that  going  to  happen? 

Mr.  Kantor.  Well,  I  have  tried  today.  Let  me  try  just  very  quick- 
ly, and  I  do  not  want  to  take  too  much  time 

Mr.  Thomas.  Well,  let  me  just  give  you  one  example.  Now,  some 
of  these  factories  are  run  by  the  army,  aren't  they? 

Mr.  Kantor.  We  believe  that  to  be  true — not  run  by,  or  at  least 
there  are  investments  by  the  PLA  in  those  factories.  We  believe 
that  to  be  true. 

Mr.  Thomas.  If  that  is  the  case  and  the  government  is  really  se- 
rious about  doing  it,  it  is  hard  for  me  to  believe  they  cannot  do  any- 
thing about  it. 

Mr.  Kantor.  Well,  as  I  said,  I  think,  quite  clearly,  when  they 
want  to  close  one  for  other  purposes,  they  seem  to  have  no  trouble. 
When  they  want  to  give  Xinhua  Agency,  their  government's  voice, 
control  over  outside  financial  services,  they  have  no  trouble  making 
that  happen.  It  is  clear  to  us  that  in  certain  areas  they  have  made 
progress  and  in  others  they  have  not,  and  I  have  tried  to  be  very 
clear  where  they  have  not.  The  only  thing  I  am  not  prepared  to  do 
today — and  I  know  you  are  trying  to  get  me  to  do  it,  and  I  appre- 
ciate that;  I  know  why  you  are  trying  to  do  that.  The  fact  is  it  is 
not  appropriate  for  me  at  this  point  to  indicate  precisely  what  we 
are  prepared  to  do  without  having  corroboration  or  lack  thereof  for 
these  documents  we  have  been  given. 

Mr.  Thomas.  You  know,  I  try  to  understand,  but  they  just  string 
us  out.  I  was  talking  with  the  Ambassador  yesterday  and  the  for- 
eign minister  is  coming  and  I  am  hoping  to  go  over  there,  and  they 
just  string  you  out.  You  do  not  ever  have  any  answers — "well,  they 
are  doing  it,  maybe  they  are  doing  it,  maybe  they  are  not  doing 
it" — and  so  we  just  look  cross-eyed  at  them,  and  I  think  we  are 
going  to  have  to  finally  do  something. 
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Mr.  Kantor.  Well,  Senator,  when  we  had  problems  with  wheat 
or  lumber,  we  acted,  and  we  have  gotten  some  results.  We  had 
problems  with  Japanese  autos  and  auto  parts.  We  acted,  and  we 
have  gotten  results.  When  we  had  intellectual  property  rights  prob- 
lems in  China,  we  have  acted  once,  and  we  have  gotten  some  re- 
sults, which  I  have  indicated.  We  are  trying  to  do  better,  and  it 
would  not  be  appropriate  for  me  to  go  further  than  that  at  a  time 
when  we  have  not  made  a  final  decision. 

Mr.  Thomas.  I  understand,  and  I  am  not  trying  to  string  you  out. 

Mr.  Kantor.  No,  I  understand. 

Mr.  Thomas.  We  do  back  away  from  it,  and  your  automobile 
thing  in  Japan  was  a  little  back,  but  go  Eihead. 

Mr.  Kantor.  Well,  we  have  only  increased  our  sales  to  Japan  53 
percent  in  1995 

Mr.  Thomas.  I  understand. 

Mr.  Kantor  [continuing],  as  a  result  of  that  agreement,  and  we 
increased  our  sales  in  the  20  agreements  we  reached  in  Japan  by 
80  percent  in  1995,  so  we  have  done  some  good  there. 

Mr.  Thomas.  No  question. 

Mr.  Bereuter.  Ambassador,  thank  you  very  much.  We  all  have 
these  frustrations.  We  do  appreciate  the  fact  that  there  is  an  ongo- 
ing and  aggressive  kind  of  implementation  examination.  We  very 
much  appreciateyour  testimony  here  today. 

Mr.  Kantor.  Thank  you,  Mr.  Chairman. 

Mr.  Bereuter.  Thank  you  very  much. 

Mr.  Kantor.  Thank  you,  Mr.  Chairman.  I  appreciate  it. 

Mr.  Bereuter.  I  will  call  the  second  panel  to  the  table.  Also,  I 
will  turn  the  hearing  over  to  Senator  Thomas  so  members  can  go 
vote. 

Mr.  Thomas.  Gentlemen,  we  can  go  ahead  and  get  started.  If  you 
can,  summarize  your  statement  some.  Mr.  Jay  Berman,  chairman 
of  the  Recording  Industry  Association;  Mr.  Eric  Smith,  president  of 
the  International  Intellectual  Property  Alliance;  and  Dr.  Nicholas 
Lardy,  senior  fellow  for  policy  studies  (China)  at  the  Brookings  In- 
stitute. 

Mr.  Berman,  would  you  start,  sir? 

STATEMENT  OF  MR.  JASON  S.  BERMAN,  CHAIRMAN  AND  CHIEF 
EXECUTIVE  OFFICER,  RECORDING  INDUSTRY  ASSOCIATION 
OF  AMERICA 

Mr.  Berman.  Thank  you,  Mr.  Chairman.  As  has  been  noted,  it 
is  more  than  a  year  since  the  signing  of  the  historic  U.S-Sino 
Agreement  on  Intellectual  Property,  an  agreement  that  dealt  with 
both  enforcement  and  market  access.  What  is  at  stake  here  goes 
far  beyond  the  question  of  how  U.S.  intellectual  property  is  pro- 
tected in  China. 

The  ability  and  willingness  of  Chinese  authorities  to  live  up  to 
their  express  commitments  will  have  a  direct  bearing  on  the  broad- 
er U.S-China  trade  agenda.  And  the  response  of  the  United  States 
to  the  failure  of  China  to  meet  such  obligations  will  have  a  tangible 
and  direct  impact  on  U.S.  trade  interests  globally  and  politically. 

In  early  1994,  China  was  home  to  at  least  25  CD  plants  at  the 
time  when  the  legitimate  demand  for  CDs  amounted  to  no  more 
than  three  million  units.  This  extraordinary  excess  production  ca- 
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pacity  was  devoted  to  a  sure  money  maker:  the  manufacture  of  pi- 
rate CDs  for  export. 

Our  best  estimates  placed  illegal  production  and  export  at  about 
70  million  units  annually,  representing  retail  displacement  of  ap- 
proximately $1  billion.  That  was  1994.  In  1996,  the  number  of 
plants  is  34,  and  we  continue  to  ask  the  all-important  question: 
What  are  they  producing? 

In  a  marathon  negotiating  session  last  February,  an  historic 
agreement  was  finally  reached,  narrowly  averting  the  imposition  of 
trade  sanctions.  On  paper,  we  appeared  to  be  freed  from  the  impact 
of  China  piracy  in  other  markets  and  free  to  do  business  in  China. 

The  Chinese  had  agreed  to  a  number  of  steps,  including  the  fol- 
lowing: investigate  allCD  production  lines;  seize  and  destroy  all  in- 
fringing products  as  well  as  the  machinery  used  to  manufacture 
such  products;  revoke  business  permits  for  factories  involved  in 
continuing  illegal  production;  ban  the  export  of  infringing  products; 
introduce  a  copyright  verification  system  that  would  prevent  manu- 
facture and  export  of  CDs  without  clearance  by  the  Chinese  Gov- 
ernment and  representatives  of  the  affected  copyright  interest;  re- 
quire the  use  of  SID  code  by  CD  plants,  thus  identifying  the  source 
of  any  particular  disk;  monitor  CD  plants  for  compliance  and  re- 
voke business  permits  for  those  operating  without  SID  code  and 
outside  of  the  verification  process;  abolish  all  quotas  or  other  re- 
strictions on  the  importation  of  audio  products,  subject  them  to 
transparent  regulations  regarding  censorship;  and  permit  U.S. 
record  companies  to  enter  into  joint  ventures  for  the  production 
and  reproduction  of  audio  products.  It  was  a  dream  agreement. 
Today,  it  is  more  like  a  nightmare. 

Where  are  we  today?  Sadly,  not  very  far  along  in  the  implemen- 
tation of  this  agreement.  The  production  of  illegal  compact  disks  by 
China's  plants  continues  unabated.  The  title  verification  procedures 
that  China  committed  to,  which  would  prohibit  the  manufacture 
and  export  of  these  disks,  remain  unimplemented.  In  addition.  Cus- 
toms has  never  adopted  the  procedures  required  pursuant  to  the 
agreement. 

As  a  consequence  of  these  failures  and  notwithstanding  the  rel- 
atively active  involvement  of  Chinese  officials  in  raiding  retailers 
and  distributors,  the  manufacture  and  export  of  pirate  compact 
disks  has  actually  increased  since  the  signing  of  this  significant 
agreement. 

China  has  yet  to  issue  regulations  to  implement  the  market  ac- 
cess provisions  of  the  agreement,  and  no  meaningful  commercial 
discussions  have  therefore  been  possible.  There  has  been  no  move- 
ment on  the  murky  question  of  quotas,  and  the  issuance  of  vague 
regulations  on  censorship  has  done  very  little  to  accomplish  China's 
commitment  to  lift  all  market  access  restrictions  and  to  provide 
transparency. 

All  of  the  major  U.S.  record  companies  are  anxious  to  do  business 
in  China,  including  the  development  of  local  Chinese  repertory.  Yet 
they  remain  frustrated  in  their  attempts  to  do  so.  This  frustration 
is  exacerbated  by  the  fact  that  there  is  a  clear  and  direct  nexus  be- 
tween our  commercial  involvement  in  China  and  the  ability  of  the 
Chinese  Government  to  satisfactorily  address  the  problem  of  the 
CD  plants. 
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If  U.S.  record  companies  were  permitted  to  operate  fully  in 
China,  a  great  deal  of  the  present  manufacturing  capacity  could  be 
used  legitimately  and  disruption  would  be  minimized.  In  our  view, 
the  Administration  has  no  choice  at  present  but  to  proceed  with 
sanctions  if  objective  and  far-reaching  progress  is  not  made  within 
the  next  few  weeks.  I  say  that  being  acutely  aware  of  the  fact  that 
the  imposition  of  sanctions  represents  a  failed  objective  rather  than 
a  successful  conclusion. 

But  if  we  meekly  tolerate  the  open  disregard  for  this  agreement, 
what  possible  meaning  can  any  future  agreement  hold?  It  is  no  ex- 
aggeration to  say,  as  Greg  Mastel  wrote  recently  in  the  Washington 
Post,  American  credibility  is  on  the  line.  The  Chinese  have  dem- 
onstrated an  increased  willingness  to  move  against  certain  plants, 
and  the  verdict  is  still  out  as  to  whether  this  will  be  broadened  and 
sustained  or  whether  these  actions  are  simply  symbolic. 

While  still  hoping  the  Chinese  will  act  decisively  on  both  fronts — 
enforcement  and  market  access — I  want  to  leave  the  committee 
with  one  thought.  Avoiding  the  imposition  of  sanctions  is  a  goal  to 
be  realized  only  as  a  result  of  positive  action  by  the  China  Govern- 
ment. It  must  not  become  the  mantra  of  U.S.  trade  policy.  An 
agreement  is  already  in  place.  Now,  it  is  performance,  and  perform- 
ance alone,  not  promise,  that  must  dictate  the  U.S.  decision. 

Thank  you. 

[The  prepared  statement  of  Mr.  Herman  appears  in  the  appen- 
dix.] 

Mr.  Thomas.  Thank  you.  Is  there  anyone  here  from  the  trade 
representative's  office?  All  right.  Good.  I  am  glad  you  are  here.  Too 
often,  I  think  Administration  people  come  and  then  they  leave  be- 
fore the  rest  of  the  testimony  continues. 

Mr.  Berman.  I  want  to  assure  the  chairman  that  USTR  knows 
my  views. 

Mr.  Thomas.  OK.  Mr.  Smith. 

STATEMENT  OF  MR.  ERIC  H.  SMITH,  PRESIDENT, 
INTERNATIONAL  INTELLECTUAL  PROPERTY  ALLIANCE  (IIPA) 

Mr.  Smith.  Senator,  thank  you  very  much  again  for  the  oppor- 
tunity to  appear  before  your  committee.  This  will  be  the  third  time 
that  we  have  appeared,  and  we  appreciate  your  strong  support  for 
this,  the  collective  copyright  industry's  No.  1  trade  priority. 

For  the  record,  I  am  Eric  Smith,  and  I  am  president  of  the  Inter- 
national Intellectual  Property  Alliance.  We  are  a  coalition  of  asso- 
ciations representing  U.S.  copyright-based  industries.  Mr.  Her- 
man's RIAA  is  a  member  of  our  association.  We  represent  over 
1,350  companies  doing  business  based  upon  strong  copyright  laws. 
Unfortunately,  today  we  must  report  that  the  major  commitments 
in  last  year's  historic  agreement  with  China  have  not  been  met. 
While  some  progress  has  been  made^ — and  Ambassador  Kantor 
ticked  off  some  of  those  points — our  industries  still  find  themselves 
unable  to  operate  effectively  in  the  Chinese  market  as  promised  by 
that  agreement. 

The  agreement  forged  last  year  was  an  important  advance  in 
U.S.  trade  policy.  The  Chinese  m.ade  critical  commitments  to  halt 
massive  piracy  by  aggressive  enforcement  against  particularly  pi- 
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rate  CD  plants  and  to  open  their  market  to  U.S.  copyright-based 
companies. 

To  date,  the  major  elements  of  that  agreement  have  not  been  ful- 
filled. The  United  States  had  no  alternative  but  to  insist  that  the 
terms  of  the  agreement  be  met  and  to  back  that  insistence  with  a 
full  force  of  U.S.  trade  law.  While  none  of  us  wants  sanctions,  the 
United  States  simply  cannot  shrink  from  imposing  them  unless 
dramatic  advances  toward  full  compliance  with  the  agreement  are 
made  in  the  next  weeks.  The  process  leading  to  sanctions  must 
commence  immediately. 

Mr.  Chairman,  we  have  ftill  confidence  in  Ambassador  Kantor 
and  his  able  team,  including  Ambassador  Barshefsky  and  Lee 
Sands.  We  urge  the  Administration  to  immediately  make  an  un- 
equivocal statement  that  sanctions  is  the  only  alternative  to  full 
compliance.  We  urge  the  Congress  to  be  equally  clear.  So  far,  it  has 
been.  We  thank  you,  all  the  Members  of  Congress  and  of  these  sub- 
committees who  have  signed  letters  calling  for  full  enforcement  of 
the  agreement. 

As  you  all  know,  the  Chinese  will  exploit  any  weakness  they  per- 
ceive in  our  resolve.  Any  hesitancy  in  decision  or  careless  rhetoric 
can  and  will  be  misunderstood.  U.S.  credibility,  on  a  wide  range  of 
issues  with  China — ^not  limited  to  trade — is  too  important  to  let 
that  happen. 

Today,  I  want  to  highlight  a  few  of  the  points  in  our  Special  301 
Submission,  which  I  have  attached  to  my  testimony,  which  is  a  de- 
tailed picture  of  where  we  are  as  of  February  20,  and  to  convey  to 
you  our  gravest  concern. 

First,  China,  as  Mr.  Berman  has  said,  has  failed  to  control  the 
output  of  pirate  factories  producing  and  exporting  tens  of  millions 
of  imits  of  pirate  music  CDs,  video  CDs,  and  CD-ROMs.  China  has 
also  failed  to  meet  its  commitment  to  purchase  only  legal  software 
for  use  in  its  own  ministries. 

And  a  point  that  was  not  made  by  Ambassador  Kantor,  enforce- 
ment of  China's  criminal  provisions  outlawing  piracy,  which  would 
have  a  major  deterrent  impact  on  pirate  production,  distribution, 
and  sale,  is  still  almost  wholly  lacking.  We  continue  to  be  told  that 
investigations  are  proceeding,  but  we  are  aware  of  no  criminal 
prosecutions  that  have  been  commenced  in  the  last  year. 

On  market  access,  the  situation  is  even  worse.  Even  if  piracy 
halted  tomorrow,  the  doors  to  China's  market  remain  all  too  closed. 

Mr.  Berman  of  the  recording  industry  has  covered  the  lack  of 
progress  in  market  access  for  his  industry,  and  the  situation  is  not 
much  better  for  the  other  industries  in  our  coalition. 

For  example,  the  motion  picture  industry  still  faces  major  im- 
pediments to  doing  business  in  China.  The  Chinese  promised  no 
import  quotas,  either  formal  or  informal,  yet  at  the  present  time 
the  China  authorities  will  only  permit  10  U.S.  films  per  year  to 
enter  China  for  theatrical  exhibition  on  a  revenue-sharing  basis. 

The  industry  continues  to  await  the  promulgation  of  the  govern- 
ment's joint  venture  regulations  which  were  promised  many 
months  ago.  The  Chinese  Government  recently  even  added  to  the 
multiple  barriers  set  up  to  block  doing  business  in  China.  In  new 
investment  regulations,  the  government  has  ruled  that  investment 
by  U.S.  companies  in  building  theaters  is  prohibited,  even  though 
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new  theaters  is  a  "sine  qua  non"  of  any  growth  in  the  domestic  Chi- 
nese film  industry  as  well  as  for  U.S.  films. 

Finally,  the  industry  has  been  discussing  with  the  Chinese  Grov- 
ernment  the  prohibitive  taxes  that  prevent  anyone  but  pirates  from 
doing  business  in  China,  taxes  that  can  exceed  50  percent  in  the 
theatrical  area  and  70  percent  in  the  video  area.  U.S.  business  and 
entertainment  software  companies  are  also  plagued  by  delays  in 
implementing  these  market  access  commitments. 

Members  of  the  BSA,  the  Business  Software  Alliance,  hope  to  be 
able  to  do  business  directly  in  China,  given  prior  indications  that 
software  creation  and  distribution  would  be  a  favored  business.  In- 
stead, they  have  been  told  that  they  can  only  do  business  through 
joint  ventures,  and  then  the  Chinese  authorities  even  failed  to 
issue  the  regulations  they  had  been  promised. 

Entertainment  software  companies — members  of  the  Interactive 
Digital  Software  Association — ^face  export  performance  require- 
ments and  other  barriers  which  prevent  entry  of  legitimate  prod- 
ucts into  the  Chinese  market,  leaving  it  again  for  the  pirates  to  ex- 
ploit. 

Book  publishers  also  await  the  issuance  of  these  joint  venture 
regulations. 

Chairman  Thomas,  Chairman  Bereuter,  it  is  imperative  that 
China  open  up  its  market  to  our  industries  to  demonstrate  that 
they  believe  in  fair  trade  and  that  they  will  be  a  partner  with  us 
in  the  World  Trade  Organization  operating  according  to  global 
trading  rules.  There  are  many  complex  issues  in  the  U.S-China  re- 
lationship, but  this  one  is  relatively  simple.  China  has  signed  an 
agreement.  They  promised  to  abide  by  that  agreement.  So  tar,  they 
have  not.  There  is  only  one  alternative.  If  China  does  not  come  into 
compliance  now,  it  must  know  that  we  will  not  hesitate  to  impose 
sanctions. 

Yet,  clearly,  this  is  not  the  result  any  of  us  seek.  As  Jay  Berman 
said,  we  want  China  to  demonstrate  definitively  its  readiness  to  ac- 
cept its  global  responsibilities.  This  cannot  include  allowing  its  citi- 
zens, blatantly  and  for  the  whole  world  to  see,  to  steal  the  intellec- 
tual property  of  its  own  citizens  as  well  as  of  U.S.  citizens.  China 
has  become  a  major  factor  in  world  trade.  It  is  too  great  a  nation 
to  continue  to  be  known  as  the  world's  worst  pirate.  Thank  you 
very  much. 

[The  prepared  statement  of  Mr.  Smith  appears  in  the  appendix.] 

Mr.  Bereuter.  Thank  you  very  much,  Mr.  Smith.  I  am  sorir  I 
did  not  get  a  chance  to  be  here  for  all  of  your  testimony  or  for  that 
of  Mr.  Berman.  Dr.  Lardy,  we  would  like  to  hear  from  you  now. 
Your  entire  statement  will  be  a  part  of  the  record.  You  may  pro- 
ceed as  you  wish. 

STATEMENT  OF  DR.  NICHOLAS  L.  LARDY,  SENIOR  FELLOW, 
THE  BROOKINGS  INSTITUTION 

Dr.  Lardy.  Thank  you  very  much.  Chairman.  I  want  to  thank 
you  also  for  inviting  me  to  appear  today  before  you  to  discuss  the 
U.S.  trade  relations  with  China.  In  addition  to  my  prepared  state- 
ment for  the  record,  I  have  provided  copies  of  a  book  that  I  wrote 
last  year  that  was  published  by  the  Institute  for  International  Eco- 
nomics, "China  and  the  World  Economy". 
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Given  the  brief  time  available,  I  would  basically  like  to  make 
four  points  that  I  believe  are  relevant  to  the  issues  that  are  being 
discussed  today.  First,  I  certainly  do  support  the  general  idea  that 
the  United  States  should  expect  China  to  come  into  compliance 
with  a  comprehensive  agreement  on  intellectual  property  rights 
that  was  signed  in  1992,  which  was  amplified  further  in  an  impor- 
tant exchange  of  letters  last  year. 

In  the  long  run,  the  agreement  is  in  the  interests  not  only  of  the 
United  States  but  also  of  China.  Greater  protection  of  intellectual 
property  generated  in  China  will  provide  important  additional  in- 
centives for  economic  growth  in  China.  Given  the  growing  size  of 
its  economy  and  its  creative  capacity,  I  believe  the  Chinese  them- 
selves, in  the  long  run,  will  be  the  greatest  beneficiaries  from  im- 
proved protection  of  intellectual  property. 

The  second  point  I  wish  to  make  is  that  although  there  are  real 
frictions  in  the  bilateral  economic  relationship,  I  believe  the  Admin- 
istration's frequent  citation  of  U.S.  statistics  on  the  U.S.  bilateral 
trade  deficit  as  evidence  of  these  frictions  is  somewhat  misleading. 
I  say  this  for  two  reasons.  Most  fundamentally,  bilateral  trade 
flows  cannot  provide  any  basis  for  measuring  the  degree  to  which 
an  economy  is  closed  or  engaged  in  unfair  trading  practices. 

Third,  the  United  States  data  on  the  bilateral  trade  imbalance 
are  fundamentally  flawed.  The  details  of  this  judgment  are  spelled 
out  in  an  op-ed  piece  that  I  co-authored  with  Scott  Kennedy,  also 
of  the  Brookings  Institution,  which  was  published  just  a  month  ago 
today  in  the  Wall  Street  Journal.  And  a  copy  of  this  is  included  in 
my  statement  for  the  record. 

I  do  not  want  to  go  over  all  the  details.  Just  let  me  say  that  in 
1995,  U.S.  data  on  U.S.  exports  to  China  excluded  almost  $5  mil- 
lion-worth of  U.S.  goods  that  were  sold  to  Hong  Kong  and  then  re- 
exported to  China.  This  means  that  our  official  data  are  understat- 
ing our  exports  to  China  by  more  than  40  percent. 

Also,  the  U.S.  data,  by  including  the  gross  margins  that  Hong 
Kong  entrepreneurs  earn  on  Chinese  goods  that  they  reexport  from 
Hong  Kong  to  the  United  States  results  in  an  overstatement  of  our 
imports  to  China  by  about  seven  billion  U.S.  dollars. 

In  short,  I  believe  the  U.S.  deficit  with  China  in  1995  was  about 
$22  billion,  not  the  $34  billion  that  is  reported  by  the  Commerce 
Department.  And  my  submission  for  the  record  does  include  a 
graph  which  compares  these  data,  and  it  shows  basically  that  the 
official  data  have  been  overstating  the  problem  by  about  50  percent 
per  year  on  a  fairly  consistent  basis  in  recent  years. 

The  fourth  point  is  I  would  think  it  is  important  to  understand 
the  success  that  U.S.  firms  have  had  in  selling  to  China  in  recent 
years.  U.S.  companies  have  increased  their  exports  to  China  over 
the  last  5  years  by  more  than  22  percent  annually.  I  do  provide  a 
graph  that  shows  comparatively  the  growth  of  U.S.  exports  to  our 
most  rapidly  Rowing  export  markets.  And  as  the  graph  shows,  our 
exports  to  Chma  are  growing  more  rapidly  than  those  to  any  other 
market  in  the  world.  China  is  now  our  ninth  largest  export  market. 
We  are  selling  more  to  China  than  we  sell  to  France  or  to  Italy. 

Fifth,  and  perhaps  most  importantly,  as  we  continue  to  negotiate 
with  the  Chinese  on  intellectual  property  rights  and  other  issues, 
I  think  it  is  very  important  to  keep  in  mind  that  it  is  easy  to  over- 
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state  the  leverage  that  we  might  gain  by  imposing  sanctions  on 
China  or  threatening  to  impose  sanctions  on  China.  The  Chinese 
economy  is  large,  and  exports  are  a  relatively  small  portion  of  total 
output,  under  10  percent  last  year. 

^though  the  United  States  is  China's  largest  export  market,  our 
purchases  are  only  about  one-fourth  of  China's  total  exports.  Thus, 
in  the  aggregate,  our  purchases  probably  contribute  no  more  than 
2.5  percent  to  total  output  of  the  China  economy. 

Finally,  in  most  of  what  we  buy  from  China,  the  processed  goods, 
the  import  content  is  70  to  80  percent  of  the  total  value.  In  other 
words,  for  the  Chinese  to  earn  a  dollar  in  the  international  market, 
they  have  to  import  four  dollars'  worth  of  parts  and  components 
andf  so  forth.  The  result  is,  if  we  take  all  of  these  factors  into  ac- 
count, the  imposition  of  prohibitive  tariffs  on  a  billion  dollars  in 
Chinese  goods  would  reduce  China's  total  output,  on  my  esti- 
mation, by  less  than  one-eightieth  of  1  percent.  And,  of  course,  if 
China  were  able  to  sell  some  of  these  goods  on  other  markets,  the 
cost  to  their  economy  would  be  even  less  than  that. 

On  the  other  hand,  the  cost  to  the  United  States  of  imposing 
sanctions  unilaterally  would  likely  exceed  the  cost  that  we  could 
impose  on  China.  There  are  basically  three  reasons  for  this.  In  the 
first  instance,  China  would  purchase  less  of  the  U.S-made  parts 
and  components  that  go  into  the  goods  that  we  purchase  from 
China,  so  we  would  lose  direct  exports  immediately.  Second,  rising 
trade  frictions  between  China  and  the  United  States  would  provide 
a  significant  edge  to  European  and  Japanese  competitors  of  U.S. 
firms  that  sell  a  broad  range  of  capital  goods  to  China. 

Finally,  U.S.  consumers  and  businesses  would  be  forced  to  pay 
higher  prices  for  goods  that  we  once  imported  from  China.  The 
combination  of  these  three  factors  makes  it  likely  that  the  costs  to 
the  U.S.  economy  from  sanctions  that  we  might  impose  unilaterally 
on  China  would  exceed  the  costs  that  we  could  impose  on  China. 

In  summary,  I  believe  that  China  should  come  into  full  compli- 
ance with  the  agreement  on  intellectual  property  rights  that  it 
signed  in  1992.  While  negotiations  to  achieve  this  objective  and,  as 
well,  to  get  China  into  the  World  Trade  Organization  must  nec- 
essarily focus  on  trade  frictions,  I  believe  it  is  important  not  to 
overstate  the  magnitude  of  the  U.S.  trade  deficit  with  China  and 
to  recognize  the  very  real  progress  that  U.S.  firms  have  made  in 
increasing  their  exports  to  China. 

Finally,  since  trade  sanctions  are  a  two-edged  sword,  we  should 
consider  imposing  them  only  when  all  other  efforts  to  negotiate  a 
satisfactory  resolution  of  our  differences  have  been  exhausted. 

Thank  you  very  much. 

[The  prepared  statement  of  Dr.  Lardy  appears  in  the  appendix.] 

Mr.  Bereuter.  Thank  you  very  much,  Dr.  Lardy.  Thanks  to  all 
of  you  for  your  testimony  here  and  for  the  written  testimony  that 
you  have  provided.  It  will  be  very  helpful  to  the  members  and  to 
the  staff. 

I  will  begin  the  questioning  by  noting  that  there  is  a  recent  New 
York  Times  article  which  stated  that  China  is  third  in  piracy  of 
American  intellectual  property  by  dollar  volume,  $886  million  in 
losses  in  1994  from  China  piracy,  behind  Japan,  $1.3  billion,  and 
Germany,  $1.2  billion. 
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That  was  quite  a  surprise  to  me.  I  wonder  if  you  have  any  reac- 
tions to  that.  And,  Mr.  Herman,  for  example,  to  what  extent  do  the 
members  of  the  industry  that  you  represent  have  a  major  share  of 
their  problems  in  countries  like  Japan  and  Germany?  Are  the  Chi- 
nese the  worst  in  general  on  intellectual  property  piracy,  or  what 
other  countries  fit  into  this  problem  in  a  major  way?  I  would  wel- 
come comments  from  any  of  the  three  of  you  or  all  three  of  you. 

Mr.  Herman.  Well,  I  will  speak  only  for  the  U.S.  recording  indus- 
try, and  I  think  it  is  safe  to  say  we  never  experienced  anything 
quite  like  the  magnitude  of  the  problem  in  China.  For  example,  we 
have  a  massive  piracy  problem  in  Mexico  involving  counterfeit  cas- 
settes. It  is  a  very  difficult  proposition  to  find  the  guys  who  are 
manufacturing  these  cassettes  in  Mexico  because  they  are  in  this 
garage  here  today,  and  then  somebody  tips  them  off,  and  they  are 
someplace  tomorrow. 

In  China,  it  costs  about  a  million  dollars  at  least  to  set  up  a  CD 
line.  They  are  fixed  locations.  We  knew  where  they  were  in  1992. 
We  knew  where  they  are  in  1996.  Unfortunately,  there  are  more 
of  them  today.  So  the  nature  of  the  problem  is  different.  The  mag- 
nitude of  the  problem  is  different.  There  has  never  been  a  problem 
quite  this  large,  and  at  the  same  time  that  we  are  faced  with  this 
problem,  which  is  unique — it  is  an  export  problem.  China  is  killing 
our  marketplaces  in  Hong  Kong,  in  Singapore,  in  other  places — we 
are  denied  access  to  the  Chinese  market.  It  is  a  two-edged  sword. 

Mr.  Smith.  Mr.  Chairman. 

Mr.  Hereuter.  Mr.  Smith. 

Mr.  Smith.  The  numbers  that  you  quoted  from  the  New  York 
Times  were  numbers  that  we  calculated  last  year.  This  year,  for 
1995,  the  newest  numbers,  which  appear  in  the  attachment  to  my 
testimony  for  China,  is  conservative,  a  minimal  $1.8  billion  for 
1995,  and  that  does  not  include  a  number  for  the  business  software 
industry;  that  number  was  not  available  on  the  date  we  had  to  file 
our  301  submission. 

That  puts  it  at  the  top  of  the  list  of  all  pirate  countries  in  the 
world.  Hut  one  should  not  be  misled  necessarily  by  dollar  losses  be- 
cause in  a  country  like  Germany,  that  has  a  very  high  penetration 
of  computers,  there  is  a  much  greater  opportunity  for  copying  than 
there  might  be  in  China  where  the  population  of  computers  is  very, 
very  low.  Most  of  the  overall  loss  number  in  Germany  or  Japan  is 
software  piracy. 

Software  piracy  dollar  losses  are  lower  in  China  than  they  would 
be  in  Japan.  Hut  what  you  should  focus  on  is  the  rate  of  piracy. 
To  all  products,  it  is  consistently  over  70  and  80  percent  in  China, 
meaning  that  seven  out  of  ten,  eight  out  of  ten — in  the  case  of  soft- 
ware, 98  percent  of  all  software  in  use — video  and  audio  cassettes 
in  use,  CDs  in  use  in  China  are  pirated.  So  it  is  without  question 
the  world's  worst  pirate  country. 

Mr.  Hereuter.  I  yield  to  the  gentleman. 

Mr.  Roth.  That  you  know,  Mr.  Chairman.  I  am  soiry  I  was  not 
here  for  all  of  the  testimony.  We  had  a  big  debate  on  the  floor.  I 
was  wondering,  Mr.  Herman,  I  did  not  hear  your  testimony,  but  I 
would  be  interested  in  your  comment  on  sanctions.  How  do  you  feel 
about  sanctions? 
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Mr.  Herman.  Apparently  very  different  than  Mr.  Lardy.  I  would 
regard  them,  unfortunately,  as  a  failure  if  we  were  forced  to  invoke 
sanctions.  It  would  represent  a  failure  in  policy.  It  would  represent 
in  my  mind  the  fact  that  the  Chinese  had  failed  to  live  up  to  the 
agreement.  On  the  other  hand,  I  wonder  what  the  alternative 
might  be. 

We  have  spent  a  year  subsequent  to  the  signing  of  this  agree- 
ment, which  took  place  4  years  after  negotiations  had  begun  under 
Ambassador  Hills  to  produce  changes  in  China's  copyright  law.  So 
we  have  been  at  this  for  a  long  time.  It  seems  to  me  there  comes 
a  moment  in  time  when  America's  credibility  is  at  stake,  and  it  is 
not  just  a  question  of  protecting  Mickey  Mouse.  It  is  a  question  of 
if  China  can  get  away  with  it,  why  can't  everybody  else  and  why 
won't  they  get  away  with  it  in  some  other  area? 

If  someone  can  explain  to  me  what  the  strategic  alternatives 
might  be,  I  am  certainly  open  to  them,  because  I  regard  sanctions 
as  a  failure;  but,  Mr.  Chairman,  I  am  left  with  no  alternative.  I 
mean,  it  is  fine  for  somebody  to  say,  well,  why  don't  you  keep  talk- 
ing about  it?  And  we  keep  talking  about  it,  and  they  keep  stealing. 
And,  in  fact,  the  stealing  has  increased. 

So  it  seems  to  me  that  at  some  point,  just  for  our  own  sake,  we 
have  to  come  to  closure.  And  until  someone  points  out  to  me  what 
the  alternatives  might  be — and  I  might  say  the  alternatives  for  the 
United  States,  under  its  own  trade  laws,  are  veiy  limited  because 
by  the  end  of  April  under  Special  301,  this  Administration  will 
have  to  make  a  decision.  Now,  there  may  be  something  creatively 
that  I  am  not  familiar  with,  but  I  think  at  the  moment  mat  process 
is  very  limited. 

Mr.  Roth.  I  thank  the  chairman  for  yielding. 

Mr.  Bereuter.  We  will  just  go  back  and  forth — cut  in  at  any 
time  you  would  like. 

Mr.  Roth.  OK.  Fine. 

Mr.  Bereuter.  Some  of  the  industries  or  associations  of  particu- 
lar sectors  did  not  want  to  testify  here  today  for  various  reasons, 
and  some  of  them  say,  for  example,  that  they  are  fairly  satisfied 
with  their  ability  to  negotiate  with  the  Chinese  a  satisfactory  rem- 
edy to  the  IPR  violations  that  they  encounter. 

Now,  I  wanted  to  ask  Ambassador  Kantor  about  this  subject,  but 
also  your  testimony  or  your  comments  or  suggestions  on  this  would 
be  just  as  helpful.  Do  you  notice  any  difference,  are  you  aware  of 
any  difference  in  the  willingness  of  the  Chinese  to  help  insiders 
versus  outsiders?  That  is  to  say,  do  the  Chinese  stamp  out  piracy 
when  they  have  a  favorable  joint  venture  with  an  American  com- 
pany, but,  alternatively,  they  do  not  enforce  IPR  rights  of  strictly 
foreign  products? 

Mr.  Berman.  I  would  say  our  experience  is  actually  a  little  dif- 
ferent, that  the  Chinese  have  exhibited  a  determination,  a  will,  and 
an  effectiveness  to  stamp  out  piracy  when  it  impacts  ideologically 
the  precepts  of  the  Communist  Party  in  China. 

So,  for  example,  in  our  most  recent  experience,  five  plants  were 
closed.  They  were  pirate  plants.  But  if  one  were  to  examine  the 
content  of  tne  piracy,  it  was  because  of  the  pornographic  issue  that 
the  Communist  Party  ordered  the  plants  closed,  not  because  it  was 
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illegal — ^because  they  did  not  have  the  rights  to  the  programs;  it 
was  the  nature  of  the  program  that  prompted  the  response. 

Mr.  Bereuter.  Senator  Thomas  brought  that  up 

Mr.  Berman.  Yes. 

Mr.  Roth.  You  know,  Mr.  Chairman,  it  seems  to  me  that  human 
beings  and  nations  are  no  different — they  are  motivated  by  two 
things:  pain  and  pleasure.  And  as  long  as  the  Chinese  are  not 
going  to  have  enough  pain,  they  are  not  going  to  change  their  con- 
duct. 

But  we,  what  it  seems  to  me,  have  a  huge  leverage  in  that  we 
have  this  huge  trade  deficit.  Isn't  there  some  way  that — I  would  be 
in  favor  of  sanctions,  but  isn't  there  some  way  that  we  can  send 
a  message  that  is  going  to  be  more  than  talk?  I  do  not  think  that 
talk  is  going  to  get  the  job  done.  Maybe  I  am  wrong. 

Mr.  Berman.  Well,  it  is  an  incredibly  profitable  undertaking  in 
the  case  of  American  software,  because,  by  and  large,  the  costs  of 
the  software  is  the  fact  that  you  are  reimbursing  the  guys  who  cre- 
ated it  and  participated  and  everything  else.  If  you  eliminate  all  of 
those  costs  and  all  you  are  represented  by  is  the  physical  cost  of 
manufacturing  the  product,  you  can  sell  it,  as  the  Chinese  do,  for 
a  dollar  or  two  and  still  realize  this  incredible  profit  margin.  And 
so  why  would  they,  for  any  reason,  decide  voluntarily  to  stop  some- 
thing? 

Keeping  in  mind  that  the  great  bulk  of  the  activity  we  are  talk- 
ing about  does  not  go  into  China  anyway;  it  is  for  export.  So,  for 
other  ideological  reasons,  they  continue  to  close  their  market  to 
American  goods. 

Dr.  Lardy.  Congressman,  could  I  comment  on  that?  I  certainly 
agree  with  Mr.  Berman  that  the  imposition  of  sanctions  would  sig- 
nify a  failure  of  our  negotiations.  I  do  want  to  comment,  however, 
on  your  statement  that  we  have  so  much  leverage. 

Quite  frankly,  I  think  our  leverage  is  vastly  overestimated.  The 
trade  imbalance  is  just  a  little  bit  more  than  two  to  one.  This  is 
a  very  large  economy.  The  imposition  of  the  kind  of  unilateral  sanc- 
tions that  has  been  discussed  in  this  case  undoubtedly,  in  my  opin- 
ion, will  impose  larger  costs  on  us  than  it  will  on  the  Chinese. 

I  am  not  saying  that  means  we  should  not  impose  sanctions,  but 
I  think  we  have  to  go  into  it  recognizing  what  the  cost  will  be.  It 
may  well  be  that  it  is  worth  it.  But  I  think  I  heard  earlier  this 
afternoon  from  several  members  that  suggested  that  we  have  so 
much  leverage  that  we  can  impose  high  costs  on  China  with  vir- 
tually no  cost  to  ourselves,  and  I  think  that  is  simply  incorrect. 

Now,  I  am  not  here  to  recommend  sanctions  or  not  recommend 
sanctions.  I  do  not  have  a  view  on  that.  But  I  do  think  if  we  are 
seriously  talking  about  putting  sanctions  on,  we  ought  to  recognize 
in  advance  what  the  costs  to  us  are  going  to  be  as  we  try  to  cal- 
culate what  pain  we  can  impose  on  the  Chinese. 

Mr.  Smith.  Mr.  Chairman,  the  imposition  of  sanctions  is  essen- 
tially a  political  process,  not  an  economic  one.  If  we  estimate 
roughly  that  this  year  sanctions  under  the  301  mechanism  would 
be,  say,  in  the  neighborhood  of  $2  billion,  I  believe  it  is  possible  to 
target  those  products  that  are  coming  into  the  United  States  on 
which  you  impose  those  100-percent  tariffs,  and  hopefully  target 
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people  in  China  that  stand  to  lose  a  lot  if  those  sanctions  go  for- 
ward. 

The  bottom  line  is  that  China  has  got  to  know  that  they  cannot 
continue  forever  to  allow  pirates  to  control  their  economy.  They  are 
going  to  have  to  stop  this.  They  need  to  have — and  I  agree  with  you 
100  percent — they  need  to  have  the  pain  principal  imposed  here 
where  somebody  powerful  feels  a  little  pain.  That  is  the  sanctions 
decision.  We  hope  it  does  not  happen,  but  it  has  to  go  forward  in 
that  way  if  the  United  States  is  going  to  have  any  credibility  at  all. 

Mr.  Bereuter.  Mr.  Smith,  just  for  my  information,  the  alliance 
that  you  represent,  I  gather,  is  pretty  broad-based.  Does  it  include, 
for  example,  industries  represented  by  Mr.  Herman  as  well? 

Mr.  Smith.  Yes,  We  represent  movies,  music  and  records,  com- 
puter software,  and  book  publishing,  as  well  as  entertainment  soft- 
ware. 

Mr.  Bereuter.  Thank  you.  Dr.  Lardy,  what,  in  your  judgment, 
should  be  the  position  of  the  United  States  with  respect  to  the  ad- 
mission of  the  People's  Republic  of  China  to  the  WTO? 

Dr.  Lardy.  Well,  this  is  a  complex  matter.  I  certainly  agree  in 
principal  that  the  Chinese  ought  to  be  required  to  make  very  sub- 
stantial further  reforms  to  their  economy  as  a  condition  for  entry. 
I  think  the  central  question  really  is  how  quickly  we  can  expect 
them  to  reduce  the  protection  of  a  number  of  industries  that  we 
would  have  to  recognize  are  really  quite  sensitive;  that  are  not — 
that  would  not  be — able  to  withstand  the  full  force  of  international 
competition. 

If  we  have  a  demand  on  the  Chinese  that  is  too  high,  I  think 
they  simply  will  never  come  in.  So  I  think  what  we  ought  to  be 
doing  is  having  a  very  high  set  of  demands  in  terms  of  increased 
transparency,  trading  rights,  some  of  the  other  things  that  Ambas- 
sador Kantor  mentioned  so  that  they  reform  some  of  the  systemic 
features  of  their  economy. 

On  the  other  hand,  I  think  we  have  to  recognize  they  have  125 
million  people  employed  in  state-owned  industries,  many  of  which 
are  not  going  to  be  viable  when  they  are  subject  to  the  full  force 
of  international  competition.  If  we  want  China  to  come  in,  I  think 
we  are  going  to  allow  the  Chinese  to  continue  phasing  out  gradu- 
ally, but  some  period  of  time  for  them  to  adjust  to  this  inter- 
national competition  that  their  accession  I  think  ultimately  should 
bring. 

Mr.  Bereuter.  Dr.  Lardy,  some  people  feel  that  PRC  has,  in  ef- 
fect, a  free  ride  now  in  some  areas.  They  are  not  in  WTO,  yet  they 
receive  some  of  the  benefits  as  if  they  were  in  WTO.  Do  you  under- 
stand that  argument? 

Dr.  Lardy.  I  am  familiar  with  that  argument,  and  there  are  cer- 
tainly  

Mr.  Bereuter.  Would  you  like  to  make  it  more  explicit  than  per- 
haps I  have? 

Dr.  Lardy.  I  think  there  is  an  element  of  truth  to  it;  but,  on  the 
other  hand,  the  Chinese  have  also  unilaterally  been  reducing  tar- 
iffs and  some  of  their  non-tariff  barriers  as  a  part  of  their  effort 
to  get  into  the  WTO.  So  I  think  if  you  look  at  the  long-term  trend, 
one  in  which  they  have  made  very  dramatic  changes  in  their  sys- 
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tern,  one  that  has  led  to  cumulative  trade  deficits  on  a  global  basis 
on  their  part,  that  it  is  not  a  closed  economy. 

Now,  obviously,  everybody  is  not  able  to  sell  everything  that  they 
would  like  to  sell  in  China,  but  they  are  not  running  large  systemic 
trade  surpluses.  I  do  not  believe  in  the  short-  to  medium-term  as 
well.  So  the  argument  that  they  are  getting  a  free  ride  has  an  ele- 
ment of  truth  to  it  but  I  think  oversimplifies  the  reality. 

Mr.  Bereuter.  Of  course,  parastatal  companies  and  the  difficulty 
they  create  are  a  major  impediment  in  them  meeting  their  require- 
ments of  the  expected  requirements  of  entrance  to  the  WTO.  But 
where  would  you  rank  intellectual  property  rights  protection  there- 
of as  an  impediment? 

Dr.  Lardy.  I  think  it  would  have  to  be  ranked  as  a  very  signifi- 
cant impediment.  I  think  this  is  an  area  where  they  are  going  to 
have  to  make  substantial  improvements,  particularly  in  view  of  the 
fact  that  it  is  an  area  where  they  already  have  a  signed  agreement. 
And  I  think  the  attitude  is  widespread — and  one  that  I  share — that 
if  they  do  not  live  up  to  the  agreements  they  have  already  signed, 
you  cannot  be  very  optimistic  that  they  will  necessarily  comply 
with  the  future  agreements,  so  I  think  it  is  essential. 

Mr.  Bereuter.  Gentlemen,  I  will  ask  the  concluding  question  to 
Ambassador  Kantor  as  to  what  extent  he  felt  that  the  failure  to  en- 
force intellectual  property  rights  was  a  matter  of  will  or  a  matter 
of  capabilities.  It  is  not  either/or,  I  am  certain.  Where  do  you  think 
it  ranked? 

Mr.  Smith.  Let  me  try  that.  The  answer  differs,  depending  on 
what  you  are  talking  about.  If  you  are  talking  about  the  CD  plants, 
I  think  there  it  is  purely  political  will.  I  mean  they  know  they  are 
there.  It  is  not  so  difficult.  They  have  closed  five  plants  for  pornog- 
raphy. They  can  take  care  of  this  problem.  It  is  painful  politically; 
these  are  powerful  people  that  run  these  plants,  but  the  pain  on 
the  other  side  has  not  been  high  enough  to  warrant  them  suffering 
the  pain  to  close  these  plants. 

However,  if  you  are  talking  about  retail-type  piracy,  sales  of 
products,  there  you  have  to  have  a  structure  in  place.  Now,  the 
Chinese  have  made  some  progress  in  putting  that  structure  in 
place,  and  we  commend  them  for  it.  And  they  nave  to  continue  to 
do  that.  This  is  where  we  are  offering  training.  Our  industries  op- 
erate all  over  the  world.  We  know  how  to  do  enforcement.  We  have 
been  helping  them,  and  we  will  continue  to  help  them.  They  do 
need  some  help. 

In  other  areas — market  access,  for  example — it  is  completely  a 
political-will  problem.  Our  industries  cannot  get  into  the  market. 
They  could  get  in  tomorrow.  They  just  have  to  issue  the  regula- 
tions. This  is  not  magic.  This  is  not  a  question  of  expertise. 

Mr.  Bereuter.  Thank  you  very  much.  Chairman  Roth,  I  appre- 
ciate your  cooperation  in  preparing  for  this  joint  hearing.  Do  you 
have  any  concluding  remarks?  Please  proceed  because  I  think  I 
have  completed  mine. 

Mr.  Roth.  I  thank  you  very  much,  Mr.  Chairman.  I  want  to  con- 
gratulate you  for  the  very  fine  iob  you  are  doing.  We  have  a  joint 
committee  meeting  here.  I  just  nave  a  short  question  dealing  with 
sanctions.  I  have  always  been  concerned  about  unilateral  sanctions. 
I  do  not  believe  in  unilateral  sanctions  because  I  think  to  use  a 


38 

trite  phrase,  we  shoot  ourselves  in  the  foot.  But  the  mindset  here 
in  the  Congress  and  the  cloak  over  it  is  so  strong  for  unilateral 
sanctions,  and  I  do  not  know  how  we  are  going  to  break  that 

Mr,  Herman.  I  hope  you  do  not,  Congressman  Roth. 

Mr.  Roth.  Oh,  you  hope  we  do  not. 

Mr.  Berman.  No.  I  hope  you  do  not.  I  think  it  is  an  important 
ingredient  in  our  relationship  with  China,  that  the  Chinese  believe 
that  there  will  be  a  price  to  pay.  Every  significant  milestone  in  our 
relationship  with  China  has  come  as  a  result  of  some  kind  of  defin- 
ing moment,  as  did  the  February  1995  agreement  on  intellectual 
property. 

The  U.S.  Government,  under  its  trade  laws,  had  already  imposed 
trade  sanctions.  It  was  only  a  question  of  having  the  interim  period 
because  of  goods  in  transit.  The  agreement  was  actually  signed 
after  sanctions  had  been  imposed. 

Mr.  Roth.  But  let  me  ask  you  this.  If  sanctions  worked,  I  would 
not  have  any  problem  with  them,  but  I  do  not  think  sanctions 
work.  Here  is  the  way  I  look  at  it.  If  we  have  sanctions,  then  the 
Japanese,  the  Germans,  the  others  come  in  and  take  their  markets 
away,  so  you  are  really  not  punishing  the  Chinese;  you  are  just 
punishing  our  people  here.  What  am  I  missing? 

Mr.  Smith.  Mr.  Roth,  I  think  you  are  assuming  that  the  Chinese 
will  just  say,  "So  what?  We  do  not  care  about  the  sanctions;  we  will 
do  business  with  the  Germans."  But  I  do  not  think  that  is  nec- 
essarily what  is  going  to  happen.  Countries  do  not  like  to  get  into 
a  trade  war  with  the  United  States,  they  do  not  like  to  have  sanc- 
tions imposed  on  powerful  people  in  their  economy,  you  set  up  a 
process  there. 

Now,  Mr.  Berman  is  absolutely  right:  sanctions  is  the  end  of  a 
failed  effort.  You  do  not  want  them  because  of  these  risks.  But  un- 
less you  are  willing  to  go  that  route,  there  simply  is  no  reason  for 
the  Chinese  to  do  what  we  are  asking  them  to  do.  They  can  con- 
tinue to  make  billions  of  dollars  off  piracy. 

Mr.  Roth.  Well,  maybe  I  am  wrong  and  all  of  the  others  are 
right.  Now,  that  would  be  a  first,  but  anyhow — I  suppose  it  is  pos- 
sible. 

Mr.  Berman.  I  think,  Mr.  Chairman,  the  problem  is  that  there 
are  not  a  whole  a  lot  of  very  effective  options  left  to  us. 

Mr.  Roth.  A  great  panel.  We  thank  you  very  much. 

Mr.  Berman.  Thank  you  very  much. 

Mr.  Bereuter.  Thank  you,  gentlemen.  This  hearing  is  ad- 
journed. 

[Whereupon,  at  4:10  p.m.,  the  hearing  was  adjourned.] 
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Committtt  on  International  lUlationB 

SUBCOMMITTEE  ON  INTERNATIONAL  ECONOMIC  POLICY  AND  TRADE 

STATEMENT  BY  CHAIRMAN  TOBY  ROTH 

HEARING  ON  CHINESE  INTELLECTUAL  PROPERTY  VIOLATIONS 

MARCH  7,  1996 

AS  A  SPONSOR  OF  THIS  JOINT  HEARING,  LET  ME  JOIN  IN  WELCOMING  OUR 

WITNESSES  TODAY. 

CHINA'S  FLAGRANT  VIOLATION  OF  OUR  INTELLECTUAL  PROPERTY  RIGHTS  IS 

ONE  OF  THE  MOST  DIFFICULT  TRADE  ISSUES  WE  FACE  TODAY. 

THE  PROBLEM  IS  CLEAR:  CHINESE  PIRACY  OF  OUR  TECHNOLOGY  IS  COSTING 

US  A  BILLION  DOLLARS  A  YEAR  --  AND  20,000  AMERICAN  JOBS. 

WE  NEGOTIATED  AN  AGREEMENT,  BUT  CLEARLY  THE  CHINESE  ARE  TURNING 

A  BLIND  EYE  TO  THE  PROBLEM. 

THE  FACT  IS,  DOZENS  OF  FACTORIES  ACROSS  CHINA  ARE  CHURNING  OUT 

PIRATED  COPIES  OF  U.S.  SOFTWARE,  TAPES,  C.D.s  AND  OTHER  PRODUCTS. 

IN  TODAY'S  WORLD,  AND  TOMORROW'S,  INTELLECTUAL  PROPERTY  IS  THE 

KEY  TO  VIRTUALLY  EVERY  ASPECT  OF  TECHNOLOGICAL  --  AND  ECONOMIC  -- 

LEADERSHIP. 

THE  UNITED  STATES  SIMPLY  CANNOT  ALLOW  OTHER  NATIONS  TO  STEAL  THE 

KEYS  TO  OUR  TECHNOLOGICAL  LEADERSHIP. 

WE  MUST  FIND  AN  EFFECTIVE  MEANS  TO  STOP  THESE  CHINESE  PIRATES. 

AND  WE  ALSO  MUST  SEND  A  MESSAGE  TO  EVERY  NATION  THAT  THE  LTNITED 

STATES  WILL  DEFEND  OUR  ECONOMIC  SECURITY  JUST  AS  VIGILANTLY  AS  WE 

DEFEND  AGAINST  MILITARY  ATTACK. 

MY  GOAL  IS  TO  FIND  A  COURSE  OF  ACTION  THAT  WILL  WORK  IN  THE  SHORT 

RUN,  WHILE  MAINTAINING  OUR  LONG-TERM  ACCESS  TO  THE  CHINESE 

MARKETS. 

AFTER  ALL,  WITH  ONE-FIFTH  OF  THE  WORLD'S  POPULATION,  AND  A  10 

PERCENT  GROWTH  RATE,  CHINA  WILL  HAVE  A  $6  TRILLION  ECONOMY  IN  THE 

NEXT  TWO  DECADES. 

THE  BOTTOM  LINE  IS,  WE  CANNOT  AFFORD  TO  MAKE  A  MIS-STEP,  ON 

INTELLECTUAL  PROPERTY  OR  ON  U.S.-CHINESE  ECONOMIC  RELATIONS. 

THAT'S  WHY  I  AM  LOOKING  FORWARD  TO  THE  TESTIMONY  FROM  OUR  EXPERT 

WITNESSES  TODAY. 

(39) 
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HONORABLE  JAY  KIM 
41st  District  California 

OPENING  STATEMENT 

"U.S.-Sino  Relations:  IPR  Agreement  and  Related  Issues" 

Subcommittee  on  Asian  and  Pacific  Affairs 

March  7, 1996 

Mr.  Chairman,  I  welcome  this  joint  subcommittee  hearing  this  afternoon  on  this  pressing  trade 
conflict  between  China  and  the  United  States. 

There  are  some  of  us  in  Congress  who  have  repeatedly  counseled  caution  when  considering 
legislation  that  directly  links  Sino-American  trade  relations  with  other  bilateral  concerns  such  as 
nuclear  proliferation,  human  rights  and  Taiwan  relations.  We  recognize  that  the  ever-burgeoning 
trade  relationship  between  China  and  the  United  States  is  of  significant  economic  benefit  on  both 
sides  of  the  Pacific  and  we  are  sensitive  to  complicating  this  trade  relationship  with  other  challenges 
that,  frankly,  are  not  trade  related.  That  is  why,  for  example,  I  am  very  wary  about  binding  the 
renewal  of  China's  Most  Favored  Nation  trading  status  to  specific  progress  on  unrelated  issues  such 
as  nuclear  proliferation  or  human  rights.  There  are  other,  more  effective  ways  to  address  these 
concerns. 

However,  I  believe  it  is  both  ^propriate  and  advisable  to  link  trade  concessions  to  the  resolution  of 
bilateral  trade  problems.  And,  one  of  the  most  prominent  bilateral  trade  problems  is  China's 
continued  indifference  to  and  non-compliance  with  the  U.S.-Sino  Intellectual  Property  Rights  (IPR) 
Agreement. 

While  China  pledged  last  year  to  fully  implement  and  enforce  this  new  agreement,  the  evidence 
presented  to  me  indicates  that  these  efforts  have  been  superficial  at  best.  Though  a  limited  number 
of  pirate  producers  who  lack  connections  in  Beijing  have  been  busted  in  dramatic,  video-taped 
sweeps,  such  theatrics  cannot  mask  the  overall  lack  of  interest  in  enforcing  the  agreement  or 
prosecuting  those  who  violate  it.  SymboUc  actions  cannot  replace  genuine  results.  And,  the  overall 
results  have  been  poor. 

Perhaps  the  Chinese  government  is  unaware  of  how  important  an  issue  IPR  is  to  Americans.  The 
copyright  industries  are  one  of  America's  largest  and  fastest  growing  economic  assets  accounting 
for  approximately  3.7%  of  the  U.S.  Gross  Domestic  Product  with  $240  billion  in  activities.  The 
copyright  industries  contribute  more  to  the  U.S.  economy  and  employ  more  workers  than  any  single 
manufacturing  sector  including  aircraft,  primary  metals,  textiles,  apparel  or  chemicals. 

The  copyright  industries  are  especially  significant  to  the  economy  of  my  district  and  the  rest  of 
California.  The  film  and  TV  production  industry-which  is  just  one  of  the  many  copyright  industries 
in  California-provides  164,000  direct  and  184,000  indirect  jobs.  That's  348,000  California  jobs. 
There  are  more  than  1,000  separate  California  firms  involved  in  the  industry.  Film  and  TV 
production  generates  an  armual  total  payroll  of  $7.4  billion  to  California  residents  and  $8.9  billion 
in  payments  to  local  suppliers  for  goods  and  services.  Films,  TV  and  commercial  production 
generates  over  $600  million  annually  in  tax  revenues  for  the  state.  And,  that  is  only  the  film  and  TV 
industry.  California  has  other  equally  significant  copyright  industries,  such  as  software  design  and 
production. 
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40%  of  the  film  and  TV  industry's  revenue  comes  fiom  foreign  exports.  Worldwide  revenues  from 
all  media  exceeds  $24  billion  annually  and  should  continue  its  present  trend  of  increasing  each  year. 
When  combined  with  the  other  copyright  industries,  over  $45  billion  in  foreign  sales  are  achieved 
annually,  making  the  copyright  industries  sector  the  second  largest  in  exports  after  the  auto  industry. 
Because  exports  continue  to  be  a  primary  fuel  for  American  economic  growth  and  domestic 
prosperity,  we  cannot  belittle— let  alone  ignore— any  unfair  intellectual  property  rights  violations  from 
any  trading  partner. 

The  current  IPR  difficulties  with  China  also  point  to  a  broader  challenge,  namely  China's  overall 
respect  for  internationally  accepted  rules  of  trade.  To  receive  the  level  of  international  respect  China 
demands  in  tum  requires  Beijing's  unconditional  reciprocation.  In  other  words,  China  needs  to  fully 
accept  its  trade  obUgations  and  responsibilities.  The  PRC  cannot  selectively  uphold  agreements  and 
expect  there  to  be  no  consequences.  China  should  expect  to  be  held  to  the  same  standards  to  which 
others  like  Japan,  Korea,  Taiwan,  Russia  and  India  are  held.  No  more,  no  less.  That  is  not  too  much 
to  ask. 

However,  I  continue  to  believe  that  part  of  reason  for  increased  tension  in  Sino- American  relations 
comes  from  misunderstanding  each  other.  U.S.  foreign  policy  institutions  are  rooted  in  a  Western 
European  heritage.  While  we  may  not  agree  with  a  certain  Chinese  policy,  that  is  no  reason  for  not 
trying  to  understand  the  motives  behind  it.  We  caimot  achieve  success  consistently  if  our  only 
approach  is,  "do  it  our  way  today  or  else..."  As  a  first  generation  Asian- American  immigrant,  I'm 
in  the  unique  position  to  appreciate  and  understand  both  cultures.  And,  I  can  confirm  that  the  "do 
it  our  way  today  or  else..."  style  is  not  at  all  appreciated  in  Asia. 

I  am  concemed  that  the  U.S.  government  does  not  seem  to  be  trying  very  hard  to  understand  China— 
or  any  other  Asian  culture.  For  example,  instead  of  nominating  a  Chinese- American  to  serve  as  our 
principal  envoy  to  Beijing,  this  Administration  sent  a  former  Senator  with  no  expertise  about  China 
specifically  or  Asia  generally.  Considering  the  combination  of  our  cultural  arrogance  with  our 
sending  a  myriad  of  mixed  signals  to  China  over  the  years,  it  is  no  wonder  there  are 
misunderstandings  and  tensions  between  Washington  and  Beijing. 

Understanding,  though,  is  a  two-way  sfreet.  And,  while  the  American  democratic  system  can  be 
very  complex  and  confiising,  1  also  believe  that  the  Chinese  leadership  in  Beijing  needs  to  do  a  better 
job  appreciating  our  concerns.  For  example,  Beijing  should  be  aware  that  its  continued  failure  to 
adequately  comply  with  the  IPR  agreement  could  trigger  the  imposition  of  stiff  retaliatory  tariffs 
against  Chinese  imports  in  accordance  with  the  Trade  Act  of  1974. 1  certainly  hope  this  action  can 
be  avoided  as  I  believe  any  new  US  tariffs  will  trigger  even  stronger  retaliation  against  American 
exports  by  China,  especially  in  today's  politically  sensitive  environment.  A  trade  war— even  just  a 
border  skirmish— will  result  in  job  losses  and  higher  consumer  prices  on  both  sides. 

However,  I  urge  the  PRC  leadership  torecognize  the  real  motive  behind  any  Section  301  sanctions 
should  they  be  imposed:  It's  not  to  punish  China  per  se,  but  to  protect  a  key  American  industry  and 
hundreds  of  thousands  of  American  jobs  against  unfair  pirating.  And,  because  protecting  American 
intellectual  property  is  so  important,  we  are  willing  to  incur  the  short-term  costs  of  a  limited  trade 
war  order  to  defend  our  long-term  interests. 
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I  am  optimistic  that  the  Chinese  will  realize  the  importance  of  the  IPR  agreement  and  other  trade 
practices,  especially  with  bilateral  trade  exceeding  $50  billion  annually.  In  return,  though.  Congress 
and  the  Administration  must  be  careful  not  to  complicate  or  jeopardize  progress  on  resolving  these 
serious  trade  disputes  by  introducing  other  bilateral  issues  into  the  equation. 

Mr.  Chairman,  1  again  welcome  this  timely,  joint  hearing  with  the  Senate  Foreign  Relations  East 
Asia  Subcommittee  and  look  forward  to  the  testimony  of  the  United  States  Trade  Representative  and 
the  other  expert  witnesses. 
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Thank  you  Mr.  Chairmaa  Given  the  amount  of  members  and  the  fact  that  we  may 
be  interrupted  by  votes,  I  will  keep  my  statement  brief 

I  am  glad  that  we  have  this  opportunity  today  to  hold  the  first  joint  hearing  of  our 
respective  subcommittees  in  this  Congress.  Apparently,  this  is  a  rare  event; 
committee  staff  tells  me  that  the  Senate  and  House  committees  have  only  had  two 
such  hearings  since  1963. 

This  issue  is  an  important  one,  and  one  on  which  my  subcommittee  has  already 
held  two  hearings  in  the  past  year.  I  am  concerned  by  contnuing  reports  that  the 
Chinese  are  shirking  their  responsibilities  under  the  IPR  agreement  signed  just  one 
year  ago.  As  a  result,  it  is  estimated  that  American  companies  are  still  loosing 
several  hundred  million  dollars  each  year.  I  am  also  concerned  because  the  lack 
of  adherence  to  the  Agreement  by  the  Chinese  seems  to  me  to  call  into  question 
their  commitments  to  simiilar  trade  agreements,  and  -  as  I've  said  before  —makes 
me  wonder  about  whether  the  PRC  is  a  good  candidate  for  admission  to  the  WTO. 

I  appreciate  the  PRC's  contention  that  theirs  is  a  large  country,  difficult  to  police, 
and  that  they  have  had  to  build  an  IPR  protection  structure  from  the  ground  up. 
My  response  would  be  that  they  knew  the  problems  they  were  facing  when  they 
signed  the  agerement,  and  that  having  Agreed  to  its  provisions  and  signed  it,  they 
should  live  up  to  its  provisions. 

I  think  that  it's  a  question  of  the  PRC  having  the  will  to  police  the  agreement.    For 
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example,  we  know  that  around  20  of  the  most  notorious  pirate  factories  in  south 
China  continue  to  operate,  even  though  we  know  and  they  know  where  they  are 
and  what  they're  producing. 

The  PRC  has  said  that  it's  hard  for  them  to  find  these  factories,  and  to  ensure  that 
they're  shut  down  once  discovered.  But,  I'd  note  that  if  those  factories  were 
producing  pro-democracy  leaflets  they  would  have  been  permanently  shut  down 
months  ago. 

While  I  hope  that  both  sides  can  come  to  a  settlement  of  the  outstanding  problems, 
I  feel  strongly  that  if  the  PRC  contnues  to  fail  to  live  up  to  the  agreement  that 
some  kind  of  sanction  is  called  for. 

I  am  very  concerned  as  a  general  tenet  of  our  foreign  policy  that  we  say  what  we 
mean  and  mean  what  we  say.  If  we  have  threatened  sanctions  for  failure  to  comply 
with  the  agreement,  then  we  ought  to  stick  to  our  guns.  Making  threats  that  are 
empty,  or  that  we  don't  follow  through  with,  only  causes  us  a  loss  of  face  and 
credibility  in  Asia,  and  makes  things  more  difficult  for  us  down  the  road. 

I  look  forward  to  hearing  fi-om  our  witnesses. 
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and  International  Economic  Policy  and  Trade 

March  7,  1996 

Mr.  Chairmen,  distinguished  Members.  I  appreciate  the  opponunity  to  appear  today  to 
discuss  the  Administration's  trade  policy  toward  China. 

Before  moving  to  specific  issues  on  our  trade  agenda.  I  want  place  our  trade  relationship 
in  the  broader  context  of  our  overall  relations  with  China  It  is  an  understatement  to  say  the  U  S.- 
China relationship  is  multifaceted  China  plays  a  central  role  in  our  interest  in  the  maintenance  of 
peace  and  stability  in  Asia  --  a  region  of  great  imponance  to  our  nation.  In  the  APEC.  the  United 
States  has  worked  with  others  in  the  Asian-Pacific  region  to  integrate  China  into  global  economic 
activity  We  have  a  broad  range  of  common  interests,  such  as  combating  drug  trafficlang  and 
alien  smuggling 

We  have  continuing  concerns  with  China  in  areas  ranging  from  non-proliferation  to 
environmental  protection    We  have  a  deep  and  abiding  interest  in  human  rights    And 
increasingly,  trade  plays  an  important  role  in  our  relationship 

Let  me  start  with  a  simple  proposition:  We  will  never  achieve  China's  full  integration  into 
the  international  community  by  building  walls  that  divide  us    The  most  repressive  periods  in 
modem  Chinese  history  did  not  occur  in  times  of  open  exchange  -  they  occurred  in  times  of 
isolation. 

Under  the  Jackson- Vanik  statute,  the  President  this  spring  will  make  his  annual 
determination  on  MFN    To  promote  our  multiple  interests,  this  Administration  has  pursued  a 
policy  of  engagement  with  China  on  all  fronts 

But  let  me  be  clear  about  what  we  mean  by  engagement.   President  Clinton  came  to  office 
with  the  strong  view  that  engagement  with  China  does  not  mean  ignoring  our  differences    It 
means  we  actively  engage  China  to  resolve  our  differences    We  will  not  and  no  one  should  make 
apologies  for  China's  human  rights  record 

Despite  our  differences,  trading  with  China  is  an  important  pan  of  our  broader 
engagement  strategy    .Amencan  products  themselves  carry  the  seeds  of  potential  change    Think 
about  what  we  sell  to  China  -  computers,  fax  machines,  television  satellites,  cell  phones,  books, 
music  and  movies    Do  we  promote  ideas  by  cutting  off  access  to  idea  industnes^  Or  is  this  a 
genie  we  very  much  want  oxit  of  the  bottle'' 

Our  trade  agreements  promote  change  in  China    Take  the  example  of  last  year's 
Intellectual  Propeny  .Agreement    The  essence  of  that  .Agreement,  and  all  our  trade  agreements,  is 
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respect  for  the  rule  of  law  and  respect  for  international  norms  of  behavior   The  IPR  Agreement 
promotes  citizen  access  to  the  judicial  process,  by  requinng  China  to  publish  relevant  law/s  and 
standards,  and  by  requiring  the  creation  of  guidebooks  to  the  enforcement  system.  The  IPR 
Agreement  applies  these  principles  in  a  commercial  sphere,  but  its  ramifications  for  China  go  far 
beyond  patents  and  trademarks. 

Make  no  mistake  about  it.  Americans  have  a  commercial  stake  in  China.  At  least  160,000 
Americans  owe  their  jobs  to  US.  expons  to  China.  These  workers  have  rights,  too  --  the  right  to 
job  opportunities,  the  chance  to  provide  a  decent  living  for  their  families.  Just  as  we  should  not 
make  apologies /or  China,  nor  should  we  apologize  for  our  economic  interest  in  China. 

People  in  this  room  have  watched  the  China  debate  evolve  now  for  nearly  seven  years 
since  Tiananmen.  As  the  President  has  made  clear,  we  believe  we  best  promote  US  interests  in 
China  by  trading  and  engaging  on  political  and  strategic  issues.   But  China  is  making  a  serious 
mistake  if  it  underestimates  the  depth  of  feeling  in  the  United  States  on  issues  ranging  from  trade 
to  security  to  political  matters  --  on  a  regional  and  global  basis. 

The  United  States  will  do  its  pan.  but  if  we  are  to  build  a  lasting,  productive  relationship, 
China  has  a  responsibility  to  take  concrete,  meaningful  steps  to  address  areas  of  our  concern,  and 
to  respect  internationally  accepted  principles. 

The  opportunities  and  responsibilities  in  our  relationship  are  nowhere  more  obvious  than 
in  our  trade  relations  with  China.  The  trade  agenda  offers  a  useful  context  for  defimng  what  we 
mean  by  engagement    Engagement  carries  with  it  a  large  measure  of  mutual  responsibility 

For  China,  the  potential  of  the  U  S  market  is  matched  by  a  tangible  reality    In  1995. 
nearly  40%  of  China's  expons  went  to  the  United  States,  including  tens  of  billions  of  dollars 
wonh  of  electronic  machinery,  textiles,  footwear  and  an  ever  increasing  volume  of  higher  value 
added  products.   In  addition,  Chinese  companies  are  allowed  to  establish  freely  throughout  the 
United  States 

For  the  United  States,  it  is  certainly  true  that  China  offers  unmatched  potential  China  is 
the  world's  fastest  growing  major  economy,  with  real  growth  of  more  than  10  percent  last  year, 
and  average  growth  rates  of  greater  than  7%  for  each  of  the  past  fourteen  years  Unfortunately 
for  the  United  States,  the  potential  of  the  China  market  remains  unfulfilled  China  continues  to 
maintain  one  of  the  world's  most  closed  markets  for  goods  and  services  While  we  buy  40%  of 
China's  expons.  our  expons  to  China  have  been  artificially  restricted  by  unfair  and  discnminatory 
trade  practices 

For  rr.ost  .\mericans.  the  growing  US  trade  deficit  with  China  is  deeply  troubling.  China 
last  year  ran  a  534  billion  trade  surplus  with  the  United  States    Our  deficit  with  China  is 
threatening  to  surpass  our  trade  deficit  with  Japan    Recent  reports  have  claimed  the  deficit  with 
China  is  "oniy '  S23  billion.  That's  a  goofy  debate  and  a  waste  of  paper    What's  clear  is  that 
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China's  burgeoning  economy  should  be  absorbing  more  and  more  U  S  expons.  and  not  be 
protected  by  unfair  barriers. 

Over  the  past  three  years,  we  have  pursued  a  vigorous  bilateral  trade  agenda  with  China 
We  have  sought  and  achieved  real  results  in  China.  By  working  successfully  with  you  and  the 
private  seaor.  we  have  opened  markets  ranging  from  heavy  machinery  to  telecommunications 
technology    Our  exports  to  China  have  increased  dramatically  since  the  beginning  of  Chnton 
Administration    We  expect  our  trade  and  investment  with  China  to  continue  to  grow    In  fact,  m 
1995  our  expons  to  China  grew  at  a  more  rapid  rate  --  27%.  than  our  imports  from  China,  which 
grew  17%    This  breaks  a  pattern  which  has  persisted  for  too  long 

We  continue  to  face  many  problems  with  China.  But  as  we  address  those  problems,  let 
me  remind  you  that  we  also  have  come  a  long  way    China  has  formally  eliminated  more  than 
1000  non-tariff  import  barriers;  made  its  trade  regime  much  more  transparent,  lowered  tariffs, 
eliminated  discriminatory  regulations  on  telecommunications  and  other  key  sectors,  and  opened 
its  markets  to  many  agricultural  products 

Intellectual  Property.  One  of  the  most  imponant  issues  we  face  concerns  China's 
protection  of  intellectual  property  nghts    Under  the  terms  of  a  1992  .-Agreement,  China  has 
created  a  sound  legal  regime  for  the  protection  of  intellectual  propeny  rights    While  this 
framework  is  in  place,  the  problem  has  been  enforcement 

Last  year  -  after  22  months  of  negotiations  --  the  United  States  and  China  signed  a 
sweeping  Agreement  to  ensure  real  protection  to  foreign  and  Chinese  right  holders  for  many  kinds 
of  intellectual  property,  including  computer  software,  motion  pictures,  sound  recordings, 
pharmaceuticals,  agrichemicals,  and  even  automobiles  In  clear  detail,  the  Agreement  sets  out  30 
pages  of  China's  enforcement  responsibilities 

The  .Administration  is  in  the  process  of  evaluating  Chinas  compliance  with  the  CPR 
Enforcement  .Agreement    The  elimination  of  piracy  in  China  is  a  long  term  process    But  we 
expect  China  to  satisfy  the  provisions  of  this  Agreement.   Our  officials  have  met  with  their 
Chinese  counterparts  18  times  in  less  than  eleven  months  to  review  China's  compliance  their 
responsibilities  under  the  agreement.  An  Administration  team  led  by  USTR  visited  China  last 
month    They  met  wnth  key  Chinese  enforcement  officials  at  both  the  provincial  and  national  level 
We  are  still  evaluating  the  results  of  this  fact  finding  trip,  including  hundreds  of  pages  of 
documents  in  Chinese    But  I  want  to-give  you  a  sense  of  what  China  promised  to  do  and  our 
expectations  tor  enforcement 

The  1995  IPR  Enforcement  Agreement  committed  China  to  (1)  take  effective  measures  to 
protect  intellecrjal  property  through  enforcement  actions,  including  action  against  some  34  CD 
factories  producing  CDs.  CD-ROMs,  Video  CDs,  and  LDs;  (2)  create  an  effective  stmcture  for 
the  enforcemer.:  of  intellectual  property  rights,  including  establishment  of  intra  ministerial  task 
forces  to  coordinate  anti-piracy  efFons  throughout  the  country  and  an  effective  Customs 
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enforcement  regime;  (3)  provide  market  access  for  computer  software,  motion  pictures,  and 
sound  recordings;  and  (4)  extend  the  so-called  "special  enforcement  period"  for  problem  regions. 

China  has  taken  some  important  steps  to  enforce  that  Agreement.  It  has  launched  over 
4,200  enforcement  aaions  against  IPR  pirates  in  the  year  since  the  Agreement  was  signed.  At 
one  point  last  year,  when  I  was  in  China,  the  Chinese  enforcement  authorities  had  more  than  one 
million  enforcement  officers  engaged  in  raids  and  destruction  of  infringing  works    Over  the  past 
year,  China  has  seized  and  destroyed  more  than  two  million  pirated  CDs,  CD-ROMs,  Video  CDs, 
and  laser  disks,  and  hundreds  of  thousands  of  pirated  videos,  audio  cassettes,  books,  and 
trademarks.  China  also  recently  closed  5,000  laser  disk  'mini-cinemas  "  While  still  a  problem, 
China's  retail  markets  are  substantially  cleaner  this  year  than  they  were  last  year 

China  has  also  set  up  a  structure  that  should,  over  time,  contnbute  to  enhanced 
enforcement  efforts.  Led  by  senior  Chinese  leaders,  the  central  government  has  set  up  a  high  level 
intra-ministerial  task  force  to  oversee  enforcement  efFons  nationwide.  Each  of  China's  provinces 
has  done  the  same,  and.  in  addition,  set  up  strike  forces  composed  of  enforcement  officials  to 
tackle  the  most  serious  and  difficult  cases. 

The  United-States  is  doing  its  part  to  ensure  thorough  implementation  of  the  Agreement. 
The  U.S.  Customs  Service,  the  FBI,  Depanment  of  Justice,  Patent  and  Trademark  Office,  the 
Depanment  of  Commerce  and  the  U.S.  Information  Agency  have  all  offered  training  and 
assistance  ~  and  will  continue  to  do  so.  Chinese  prosecutors  and  Chinese  Customs  officials  are 
receiving  training  right  now  in  facilities  in  the  United  States  and  China.  US  industries  have  been 
equally  generous.   All  of  the  major  associations,  the  Motion  Picture  Association,  Recording 
Industry  Association  of  America,  the  Business  Software  Alliance  and  others  have  offered  training 
and  assistance  to  Chinese  central  government  agencies  and  to  their  provincial  affiliates. 

Despite  the  imponant  steps  that  have  been  taken,  piracy  in  China  continues    While  going 
after  retail  pirates,  the  Chinese  authorities  have  yet  to  take  promised  action  against  major 
producers  and  disinbutors    .As  a  result.  34  CD  factories  in  south  and  central  China  produced 
some  54  million  CDs  and  LDs  in  1995  for  a  domestic  market  that  can  absorb  only  two  to  five 
million.  U.S.  industries  report  that  China  continues  to  import  CD  production  lines,  and  may  soon 
have  a  produaion  capacity  that  is  close  to  200  million  CDs 

While  CD  piracy  has  remained  rampant  —  panicularly  in  Guangdong  Province  —  Chinese 
CD  producers  have  moved  upscale,  focusmg  on  the  expon  of  high  value-added  CD-ROMs.   A 
single  CD-ROM  produced  in  China  can  hold  510,000  of  U  S  software,  and  may  sell  for  less  than 
SIO  retail  in  Hor.g  Kong. 

Make  r.c  .-nistake    This  is  not  just  a  problem  within  China's  market    Chinese  pirates, 
apparently  using  Hong  Kong  as  a  transshipment  point,  are  exponing  pirated  CD-ROMs  and  CDs 
to  markets  in  Sc'_iheast  Asia.  Latin  America,  and  Nonh  .Amenca    Pirated  CDs  from  China  are 
now  entering  markets  in  Russia  and  the  CIS  states    Even  without  counting  their  losses  in  these 
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third  country  markets,  U.S.  industries  estimate  that  they  lost  $2.2  billion  in  1995  --  more  than 
double  the  amount  lost  in  1994. 

China's  obligations  under  last  year's  agreement  boil  down  to  three  key  areas  --  closing 
pirate  factories;  providing  market  access  for  intellectual  propeny  industries;  and  creating  effective 
border  enforcement. 

Closing  Pirate  Factories.  Let  me  first  address  China's  pirate  factories    Since  December, 
as  part  of  China's  "winter  offensive "  against  IPR  piracy,  China  has  'temporarily  suspended" 
production  at  four  factories  in  Guangdong  Province  and  one  in  neighboring  Hainan.  China  also 
revoked  the  business  license  of  a  factory  in  Suzhou.   More  recently,  m  a  clear  demonstration  that, 
when  the  will  is  present.  Chinese  enforcement  authorities  are  capable  of  tackling  the  problem, 
public  security  authorities  in  Shenzhen  —  on  the  Hong  Kong  border  --  closed  the  notorious 
"Overglobe"  CD  factory    In  the  process,  according  to  Chinese  press  repons,  they  discovered  that 
"Overglobe"  had  produced  1 1  million  CDS  from  August  1994  to  November  1995,  including 
340,000  pornographic  CDs.  We  welcome  strong  enforcement  action  of  this  sort. 

The  Chinese  have  informed  our  negotiators  that  they  will  take  effective  action  to  curb  CD 
piracy.  Under  the  Agreement,  China  pledged  to  complete  investigations  of  all  of  the  CD  factories 
by  July  1,  1995.  For  factories  engaged  in  serious  infnnging  activities,  China  promised  to  revoke 
business  licenses,  destroy  equipment  used  to  produce  the  infringing  products,  and  destroy  the 
infnnging  products  themselves.  China  funher  promised  to  turn  over  individuals  suspected  of 
cnminal  activity  to  law  enforcement  authorities  for  cnminal  prosecution. 

We  now  await  further,  decisive  action  by  China  to  flilfill  these  commitments  and  end 
rampant  piracy  in  this  seaor 

Market  Access  for  Intellectual  Property  Industries.  Without  market  access  for 
legitimate  products,  piracy  cannot  be  markedly  reduced    Clearly,  market  demand  for  US 
products  is  very  high  and  the  pirates  are  responding  to  that  demand    Under  the  .Agreement,  China 
promised  to  eliminate  quotas  for  impons  of  audiovisual  products,  make  censorship  requirements 
transparent  and  not  use  censorship  as  a  defacto  market  barrier,  and  immediately  permit  U  S. 
individuals  and  entities  to  enter  into  joint  ventures  to  produce  and  reproduce  computer  software 
and  audiovisual  products 

China  has  not  yet  taken  the  steps  necessary  to  provide  access  for  US.  exports.   Informal 
quotas  continued  to  exist,  enforced  through  market  "plans"  for  the  audiovisual  industry  or 
through  explicit  quotas,  such  as  limiting  to  ten  the  number  of  motion  pictures  that  can  enter  China 
under  revenue  sharing  arrangements    China  will  also  not  permit  US  motion  picture  and  sound 
recording  companies  to  enter  into  joint  ventures  to  produce  audiovisual  products  —  that  is,  to  set 
up  motion  picture  and  sound  recording  companies    While  our  emphasis  has  been  on  the 
suppression  of  piracy,  failure  to  implement  the  crucial  market  access  provisions  of  the  Agreement 
will  render  any  enforcement  actions.that  China  might  take  meaningless  over  the  long  term    Here 
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too,  we  expect  China  to  honor  its  commitments    We  can't  increase  our  exports  to  China  if  China 
does  not  allow  us  to  sell  the  cream  of  our  crop. 

Customs  Border  Enforcement.  In  last  year's  agreement  China  also  committed  to 
establish  an  effective  border  enforcement  regime.  That  means  keeping  pirated  products  from 
being  exported  out  of  China.  To  date,  China's  Customs  Service  has  taken  more  than  1,000 
enforcement  actions  —  virtually  all  against  individual  travelers  crossing  the  border.  To  meet  its 
obligations,  more  must  be  done    China  must  detain,  investigate,  seize  and  destroy  pirated  goods  - 
-  especially  cargo  shipments  through  Guangdong  ports;  institute  an  effective  recordation  system; 
revise  current  regulations  so  that  the  system  permits  its  officials  to  act  quickly  to  detain  suspect 
goods,  provides  adequate  time  for  right  holders  to  follow  up  on  Customs'  actions,  and  does  not 
permit  pirates  to  obtain  their  goods  upon  payment  of  a  bond. 

Over  the  upcoming  weeks,  we  have  a  narrow  opportunity  to  resolve  our  differences  with 
China  on  IPR.  But  let  me  be  clear    We  will  enforce  U.S.  trade  laws  and  take  decisive  action  if 
China  does  not  meet  its  obligations    We  will  not  wait  forever 

The  1992  Market  Access  Agreement.  Unfortunately,  IPR  is  not  the  only  area  in  which 
China  is  not  meeting  its  responsibilities  In  October  1992,  the  United  States  and  China  signed  a 
market  access  Agreement  that  committed  China  to  make  sweeping  changes  in  its  import  regime. 

To  its  credit,  China  has  done  much  to  implement  the  1992  agreement    It  has  taken 
important  strides  toward  making  its  trade  regime  more  transparent.   It  has  made  a  major 
commitment  to  eliminate  non-tariff  barriers,  and  since  the  end  of  1993,  has  substantially  reduced 
the  several  thousand  barriers  that  existed.  By  reducing  these  barriers.  China  will  open  markets  for 
computers,  medical  equipment,  heavy  machinery,  textiles,  steel  products,  chemicals, 
pharmaceuticals,  and  other  products. 

Nonetheless,  China  has  failed  to  implement  the  Agreement  in  a  number  of  key  areas. 
Most  imponantly,  China  has  failed  to  live  up  to  commitments  on  market  access  for  US 
agriculnjral  products    In  the  Agreement,  China  committed  to  eliminate  unscientific  sanitary  and 
phytosanitary  restrictions  by  October  10.  1993    China  has  fallen  fall  short  on  a  number  of 
important  agncultural  products,  including  wheat  from  the  Pacific  Northwest,  citrus,  stone  fruit, 
table  grapes  and  tobacco.  Even  where  China  has  taken  positive  steps,  for  example  with  cherries 
and  apples,  subsequent  phytosanitary  requirements  or  old  fashioned  tariffs  have  blocked 
meaningful  access  to  the  market. 

In  fact,  there  is  a  disturbing  tendency  in  China  to  give  with  one  hand  and  take  away  with 
the  other    While  China  has  removed  a  substantial  number  of  non-tanfF barriers,  we  are  concerned 
that  China  has  in  some  instances  substituted  other  barriers  in  the  place  of  those  removed    For 
example,  quotas  have  been  replaced  with  "tendering  requirements'  or  'registration  requirements" 
In  sectors  such  as  medical  equipment  and  film,  new  regulations  have  prevented  the  market  access 
we  expected  as  a  result  of  the  1992  Agreement    China  must  eliminate  these  impediments 


51 


If  we  are  to  sustain  our  trade  relationship  with  China,  we  expect  China  to  open  its  services 
markets  to  US.  companies.  As  we  accept  $46  billion  of  China's  expons  of  textiles,  footwear  and 
other  products  that  China  excels  at  producing,  it  is  only  fair  that  China  permit  full  market  access 
for  U.S.  companies,  especially  in  areas  where  we  excel. 

Xinhua  News  Agency.  Let  me  mention  briefly  another  disturbing  development.  China 
recently  took  the  surprising  action  of  precipitously  clamping  controls  on  the  flow  of  financial  data. 
This  data  is  crucial  to  creating  an  open  trade  regime. 

On  January  1,  1996.  the  Chinese  Government  authorized  the  Xinhua  News  Agency  --  the 
mouthpiece  of  the  Chinese  Government  --  to  impose  sweepmg  controls  over  US.  information 
services  companies  in  China.  Xinhua  is  now  on  the  verge  of  issumg  "implementing  regulations" 
that  could  irreparably  damage  companies  such  as  Dow  Jones.  Reuters,  Knight-Ridder  and 
Bloomberg  -  companies  that  have  worked  hard  to  set  up  operations  in  China  that  make  available 
financial  data  on  a  second-by-second  basis  to  Chinese  and  foreign  consumers  in  China. 

This  is  a  problem  that  China  can  fix,  and  must  fix  quickly  if  an  imponant  US  industry  is 
not  to  be  hurt  in  China.  China  is  essentially  asking  the  fox  to  guard  the  chicken  coop  -  making 
Xinhua  the  regulator  of  its  American  competitors.  I  am  very  disturbed  by  this  development. 
China's  actions  do  not  accord  with  the  promises  that  China  has  made  to  us  and  to  our  trading 
partners  in  ongoing  negotiations  in  Geneva    We  are  prepared  to  work  with  China  to  resolve  the 
issue  to  the  satisfaction  of  all  parties. 

This  Administration  has  made  opening  foreign  markets  the  hallmark  of  American  trade 
policy.  It's  a  simple  matter  of  fairness  and  economic  necessity    We  have  welcomed  foreign 
products  and  services  into  our  markets,  but  we've  insisted  that  our  products  and  services  be  able 
to  enter  theirs  on  equal  terms.  When  our  trading  partners  fail  to  live  up  to  their  responsibilities, 
American  jobs  and  our  standard  of  living  are  threatened,  and  popular  suppon  for  trade  erodes. 

The  WTO.  During  his  discussions  with  President  Jiang  last  fall.  President  Clinton 
reiterated  US.  suppon  for  China's  accession  to  the  WTO  on  the  basis  of  commercially  viable 
commitments.  Since  the  President's  meeting,  USTR  negotiators  at  every  level  have  conducted 
seven  meetings  with  our  Chinese  counterparts  to  discuss  WTO. 

To  facilitate  and  organize  these  discussions,  the  United  States  has  worked  hard  to  prepare 
a  document  we  have  referred  to  as  a  WTO  "roadmap  "  for  China.  The  roadmap  crystallizes  for 
China  the  basic  decisions  it  must  make  in  each  substantive  area  covered  by  the  WTO.  On  the 
basis  of  the  roadmap  and  our  discussions,  we  hope  China  can  better  determine  whether  it  intends 
to  move  forward.  If  it  is  prepared  to  do  so,  then  we  can  turn  to  the  next  step  of  determining  how 
best  to  achieve  compliance  with  each  WTO  obligation. 

Let  me  emphasize  a  key  point  about  the  process  of  moving  forward    To  make  progress  in 
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our  WTO  discussions.  China  must  stop  erecting  new  barriers  to  replace  those  previously 
removed,  and  cease  establishing  policies  that  move  it  away  from  WTO  consistency 

For  its  part,  the  United  States  will  continue  to  be  practical  and  pragmatic.  Our  substantive 
approach  is  consistent  with  that  of  China's  other  major  trading  partners    In  his  discussions  with 
President  Jiang,  President  Clinton  made  clear  that  the  United  States  stands  ready  to  negotiate  a 
genuine  commercial  accession  agreement.  The  roadmap  points  the  way 

The  U.S. -China  relationship  is  as  imponant  as  any  bilateral  relationship  in  the  world.  We 
have  an  opportunity  to  bridge  important  gaps  in  our  relationship,  so  that  benefits  travel  both 
directions.  To  make  this  potentirl  a  reality,  the  United  States  stands  ready  to  do  its  share    But 
China,  too,  must  bear  its  share  --  living  up  to  its  responsibilities  and  accepting  the  burdens  of  a 
major  power   China's  promise  and  promises  must  evolve  into  actions  and  realities.  That  is  the 
only  bridge  to  peace,  stability  and  economic  prosperity 
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Thank  you  for  inviting  me  to  appear  before  you  at  this  important 
joint  hearing  concerning  China's  protection  of  U.S.  intellectual  property 
rights.  It  is  now  more  than  a  year  since  the  signing  of  the  historic  U.S.  - 
Sino  Agreement  on  Intellectual  Property  -  an  agreement  that  dealt  with 
both  enforcement  and  market  access.  This  hearing  is  taking  place,  not 
by  coincidence,  at  a  critical  moment  for  defining  the  future  basis  of  U.S.- 
China economic  relations.  What  is  at  stake  goes  far  beyond  the  question 
of  how  U.S.  intellectual  property  is  protected  in  China.  The  ability  and 
willingness  of  Chinese  authorities  to  live  up  to  their  express  commitments 
has  a  direct  bearing  on  the  broader  U.S.  business  community,  and  the 
response  of  the  United  States  to  the  failure  to  meet  such  obligations  has  a 
tangible  and  direct  influence  on  U.S.  policy  generally. 

With  this  as  background,  let  me  briefly  review  the  history  leading 
up  to  the  agreement  reached  last  February,  the  key  provisions  of  the 
Agreement,  and  the  status  of  China's  implementation  of  these  provisions. 

Beginning  in  the  early  part  of  this  decade,  the  piracy  of  music  in 
China  began  flourishing  as  music  pirates  came  under  fire  elsewhere  in 
Asia  —  the  direct  result  of  interventions  by  USTR,  and  the  growing 
awareness  by  local  governments  that  piracy  negatively  affected  both  the 
ability  to  attract  foreign  investment  and  the  ability  to  preserve  local 
cultural  traditions.  The  growth  of  Chinese  piracy,  and  of  CD  piracy  in 
particular,  began  when  Taiwan  took  action  against  its  own  CD  plants. 
This  led  to  the  shut  down  of  what  had  been  the  principal  source  of  pirate 
CD's  for  the  world  market.  Some  of  these  very  same  CD  plants  soon 
relocated  to  China. 

The  result  was  that  by  early  1994,  China  was  home  to  at  least  25  CD 
plants,  at  a  time  when  demand  for  legitimate  CDs  in  China  amounted  to 
no  more  than  3  million  units.  This  extraordinary  excess  production 
capacity  was  devoted  to  a  sure  money-maker--  the  manufacture  of  pirate 
CDs  for  export.  Our  best  estimates  placed  illegal  production  and  export 
at  about  70  million  units  annually  —  representing  retail  displacement  of 
approximately  $1  billion. 
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That  was  1994.  In  1996,  the  number  of  plants  has  grown  to  at  least 
thirty-four  (34)  and  we  continue  to  ask  the  all  important  question:  What 
are  they  producing? 

USTR,  with  strong  bi-partisan  Congressional  support,  began 
vigorously  pressuring  Chinese  authorities  to  clamp  down  on  this 
burgeoning  illegal  trade.  After  countless  meetings  and  exhausting  trips, 
we  found  ourselves  on  February  25, 1995  -  on  the  eve  of  imposing  the 
most  massive  sanctions  ever  levied  by  the  U.S.  government  —  with  little 
changed.    In  a  marathon  negotiating  session,  the  February  26  agreement 
was  reached,  narrowly  avoiding  the  imposition  of  sanctions. 

We  woke  up  on  February  27  to  what  looked  like  a  new  world  of 
opportunities  —  in  theory,  we  would  be  freed  from  the  impact  of  Chinese 
piracy  in  other  markets,  and  free  to  do  business  in  China.  It  looked  like  a 
win-win  agreement.  The  Chinese  had  agreed,  within  the  framework  of  a 
six  page  document  and  twenty-two  page  action  plan,  to  take  an  impressive 
number  of  steps,  including  the  following: 

1)  investigate  all  CD  production  lines; 

2)  seize  and  destroy  all  infringing  products  as  well  as  the 

machinery  used  to  manufacture  such  products; 

3)  revoke  business  permits  for  factories  involved  in  continuing 

illegal  production; 

4)  ban  the  export  of  infringing  products; 

5)  introduce  a  copyright  verification  system  that  would  prevent 

manufacture  and  export  of  CDs  without  being  cleared  by  the 
Chinese  government  and  representatives  of  affiected 
copyright  owners; 

6)  require  the  use  of  SID  code  by  CD  plants  thus  identifying 

the  source  of  any  particular  disc; 
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7)  monitor  CD  plants  for  compliance  and  revoke  business  permits 

for  operating  without  SID  code  or  outside  approved 
verification  channels; 

8)  abolish  all  quotas  or  other  restrictions  on  the  importation 

of  audio  products,  subject  to  transparent  regulations 
regarding  censorship; 

9)  permit  US  record  companies  to  enter  into  joint  ventures  for  the 

production  and  reproduction  of  audio  products. 

There  was  obvious  cause  for  celebration.  The  post-Cold  War 
restructuring  of  American  foreign  policy  to  reflect  Americas's  economic 
concerns  had  produced  a  dramatic  diplomatic  triumph.  Chinese  leaders 
appeared  ready  to  accept  the  responsibilities  attendant  with  being  an 
economic  superpower  and  to  thereby  pave  the  way  for  China's  complete 
participation  in  the  global  trading  system  and  the  rules  governing  this 
system.  In  many  respects,  the  agreement  gave  us  hope  about  the  future  of 
international  commerce  generally,  and  about  China's  view  of  its  own 
responsibilities  specifically. 

Those  hopes,  while  not  dashed,  today  appear  to  be  at  risk. 
Production  of  illegal  compact  discs  by  China's  CD  plants  continues 
unabated,  and  measures  designed  to  halt  such  production  remain  up- 
implemented  or  non-utilized.  In  particular,  the  title  verification 
procedures  that  China  committed  to  introduce,  which  would  prohibit 
manufacture  or  export  of  compact  discs  prior  to  our  ability  to  verify  the 
legality  of  the  act,  remain  un-implemented.  The  title  verification  system 
requires  Chinese  record  companies  to  present  documentation  when 
licensed  by  foreign  copyright  holders.  However,  this  system  is  entirely 
circumvented  by  pirates  who  place  their  orders  directly  with  the  CD 
plants  rather  than  through  record  companies.  In  addition.  Customs  has 
never  adopted  the  procedures  required  of  it  pursuant  to  the  Agreement. 
As  a  consequence  of  these  failures,  and  notwithstanding  the  relatively 
active  involvement  of  Chinese  officials  in  raiding  retailers  and 
distributors,  the  manufacture  and  export  of  pirate  compact  discs  has 
actually  increased. 
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While  pirate  production  has  remained  largely  unchecked  at  the 
source,  we  remain  stymied  in  our  efforts  to  gain  access  to  the  Chinese 
market.  China  has  yet  to  issue  regulations  to  implement  the  market 
access  provisions  of  the  agreement,  and  no  meaningful  commercial 
discussions  have  therefore  been  possible.  There  has  been  no  movement  on 
the  ever-murky  question  of  quotas,  and  the  issuance  of  vague  regulations 
on  censorship  has  done  little  to  accomplish  China's  commitment  to  lift  all 
market  access  restrictions  and  to  provide  transparency. 

All  of  the  major  record  companies  are  anxious  to  do  business  in 
China  —  including  the  development  of  local  repertoire—  yet  remain 
frustrated  in  their  attempts  to  do  so.  This  frustration  is  exacerbated  by 
the  fact  that  there  is  a  clear  and  direct  nexus  betAveen  our  commercial 
involvement  in  China  and  the  ability  of  the  Chinese  government  to 
satisfactorily  address  the  problem  of  piracy.  Chinese  officials  are  clearly 
loathe  to  close  down  existing  businesses.  However,  if  U.S.  record 
companies  were  permitted  to  operate  fully  in  China,  a  great  deal  of  the 
present  manufacturing  capacity  could  be  used  legitimately  and  disruption 
minimized.  Our  projections  indicate  that  existing  capacity  could  be  fully 
utilized  within  a  period  as  short  as  Ave  years  if  U.S.  record  companies 
faced  no  restrictions  on  their  ability  to  do  business  in  China.  This  would 
truly  constitute  a  win-win  scenario  for  U.S.  and  Chinese  business  and 
government  relations.  We  continue  to  press  the  Chinese  in  the  hope  of 
making  it  a  reality. 

Our  hoped-for  reality,  and  the  one  that  we  presently  face,  are 
separated  from  one  another  by  a  gulf  of  immense  proportions.  Rather 
than  moving  smoothly  toward  a  seamless  web  of  commercial  and  political 
agreements,  we  are  on  a  crash  course  toward  a  seemingly  inescapable 
trade  war.  The  one  year  anniversary  date  of  the  agreement  is  another 
critical  moment.  We  are  working  hard  to  produce  a  positive  outcome  and 
the  revitalization  of  the  spirit  embodied  in  those  28  pages,  but  we 
recognize  the  obstacles  that  lay  ahead.  Unlike  the  situation  one  year  ago, 
a  last  minute  agreement  must  not  be  allowed  to  stave  off  the  imposition  of 
sanctions.  The  written  commitments  are  already  in  place,  and  it  is  now 
performance,  and  performance  alone,  that  must  dictate  the  U.S.  decision. 
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We  continue  to  hope  that  China  will  demonstrate  its  readiness  to 
accept  its  responsibilities  within  the  world  trading  system,  (and  pave  the 
way  for  WTO  accession)  but  we  continue  to  prepare  in  the  unfortunate 
event  that  it  does  not.  In  our  view,  the  Administration  has  no  present 
choice  but  to  proceed  with  sanctions  if  objective  and  far-reaching  progress 
is  not  made  within  the  upcoming  weeks.  This  observation  is  not  lightly 
reached,  for  we  are  acutely  aware  of  the  fact  that  the  imposition  of 
sanctions  represents  a  failed  objective  rather  than  a  successful  conclusion. 

As  always,  however,  we  must  proceed  on  the  assumption  that  a 
policy  that  reflects  our  sincerity  and  determination  to  enforce  our 
international  trade  agreements  will  serve  overall  U.S.  interests,  both 
economic  and  political  —  and  that  sanctions  will  merely  be  an  unfortunate 
event  that  permits  our  future  relationships,  both  with  China  and  our 
other  trading  partners,  to  move  forward  on  the  basis  of  clarity  and 
fairness.  If  we  meekly  tolerate  open  disregard  for  existing  commitments, 
what  possible  meaning  can  future  trade  agreements  hold?    It  is  no 
exaggeration  to  say,  as  Greg  Mastel  wrote  in  The  Washington  Post, 
"American  credibility  is  on  the  line." 

The  Chinese  have  demonstrated  an  increased  willingness  to  move 
against  certain  CD  plants,  and  the  verdict  is  still  out  as  to  whether  this 
will  be  broadened  and  sustained,  or  if  these  actions  are  merely  symbolic. 
If  the  Chinese  government  actually  demonstrates  its  intention  to  eradicate 
illegal  CD  production  at  all  plants,  and  issues  regulations  consistent  with 
the  memorandum  of  understanding  that  permit  U.S.  records  companies  to 
enter  into  joint  ventures,  enabling  them  to  both  sign  local  artists  and  to 
release  their  entire  U.S.  catalogues  in  the  Chinese  market,  we  can  still 
avoid  the  imposition  of  sanctions.  While  still  hoping  to  arrive  at  this 
result,  I  want  to  leave  the  Committees  with  this  one  thought.  Avoiding  the 
impositions  of  sanctions  is  a  goal  to  be  realized  only  as  result  of  actions  by 
the  Chinese  government.  It  must  not  become  mantra  for  U.S.  policy. 
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Chairman  Thomas,  Chairman  Bereuter,  Chairman  Roth  and  members  of  the  Subcommittees: 

Thank  you  once  again  for  the  opportunity  to  offer  the  perspective  of  the  U.S. 
copyright  industries  on  the  implementation  of  the  February  26, 1995  bilateral  IPR  Agreement 
with  the  People's  Republic  of  China.  This  joint  committee  hearing  is  a  welcome  indication 
of  the  strong  interest  of  your  subcommittees  and  the  Congress  generally  that  China  fully  meet 
its  commitments  made  in  last  year's  agreement. 
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I  am  Eric  H.  Smith,  President  of  the  International  Intellectual  Property  Alliance 
(IIPA).  The  nPA  is  the  coalition  of  associations  representing  U.S.  copyright-based  industries 
in  bilateral  and  multilateral  efforts  to  open  up  foreign  markets  closed  by  piracy  and  other 
market  access  barriers.  Our  member  associations  represent  over  1350  companies  producing 
and  distributing  works  protected  by  copyright  laws  around  the  world  —  all  types  of  computer 
software  including  business  software  and  cntertaiimient  software  (such  as  videogame  CDs 
and  cartridges,  personal  computer  CDs  and  multimedia  products);  motion  pictures,  television 
programs  and  home  videocassettes;  music,  records,  CDs  and  audiocassettes;  and  textbooks, 
tradebooks,  reference  and  professional  publications  and  journals  (in  both  electronic  and  print 
media).  The  core  copyright  industries  accounted  for  close  to  $240  billion  in  value  added  to 
the  U.S.  economy  in  1993  (the  last  year  for  which  ftjU  data  is  available),  or  approximately 
3.7%  of  the  GDP.  These  industries  have  grown  at  more  than  twice  the  rate  of  the  economy 
as  a  whole  in  the  last  few  years  and  have  employed  new  workers  at  close  to  four  times  the 
rate  of  the  economy  as  a  whole.  Total  foreign  sales  of  these  industries  amounted  to  $45.8 
billion  in  1993. 

Today,  over  a  year  after  USTR  completed  the  historic  IPR  agreement  with  China,  we 
must  unfortunately  report  that  the  major  commitments  in  that  agreement  have  not  been  met. 
While  some  progress  has  been  made  -  Ambassador  Kantor  has  outlined  these  improvements 
—  our  industries  still  find  themselves  unable  to  operate  effectively  in  the  Chinese  market  as 
promised  by  that  agreement 

The  agreement  forged  last  year  was  an  important  advance  in  U.S.  trade  policy.  The 
Chinese  made  critical  commitments  to  halt  massive  piracy  by  aggressive  enforcement 
against,  particularly,  pirate  CD  plants  and  to  open  their  market  to  U.S.  copyright-based 
companies.  To  date,  the  major  elements  of  that  agreement  have  not  been  fulfilled.  The 
United  States  has  no  alternative  but  to  insist  that  the  terms  of  the  agreement  be  met  and  to 
back  that  insistence  with  the  full  force  of  U.S.  trade  law.  While  none  of  us  wants  sanctions, 
the  United  States  simply  cannot  shrink  fixim  imposing  them  unless  dramatic  advances  toward 
full  compliance  with  the  Agreement  are  made  in  the  next  weeks.  The  process  leading  to 
sanctions  must  commence  immediately. 

We  have  full  confidence  in  Ambassador  Kantor  and  his  able  team,  including 
Ambassador  Barshe&ky  and  Lee  Sands.  We  urge  the  Administration  to  immediately  make 
an  unequivocal  statement  that  sanctions  is  the  only  alternative  to  full  compliance. 

We  urge  the  Congress  to  be  equally  clear.  So  far  it  has  been.  We  thank  all  the 
members  of  the  Congress  and  of  these  subcommittees  who  have  signed  letters  calling  for  full 
enforcement  of  the  Agreement. 


62 


As  you  all  know,  the  Chinese  will  e;q)loit  any  weakness  they  perceive  in  our  resolve. 
Any  hesitancy,  indecision  or  careless  rtietoric  can  and  will  be  misunderstood.  U.S. 
credibility,  on  a  wide  range  of  issues  with  China  -  not  limited  to  trade  -  is  too  important  to 
let  that  happen. 

We  have  attached  as  an  Appendix  to  this  testimony  IIPA's  full  review  of  the 
implementation  of  this  agreement  submitted  to  USTR  as  part  of  our  Special  301  submission 
on  February  20,  1996.  Today  I  want  to  highlight  a  few  of  the  points  in  this  submission  and 
convey  to  you  our  gravest  concern  over  China's  failure  to  implement  the  key  elements  of  this 
Agreement. 

To  date,  China  has  failed  to  control  the  output  of  pirate  factories  producing  and 
exporting  tens  of  millions  of  units  of  pirate  music  CDs,  video  CDs  and  CD-ROMs  containing 
the  products  of  all  our  industry  sectors.  We  have  had  recent  indications  that  production  of 
these  pirate  products  will  even  increase  in  the  near  future.  China  has  also  failed  to  meet  its 
commitment  to  pu.'^chase  only  legal  software  for  use  in  its  own  ministries. 

Enforcement  of  China's  criminal  provisions  outlawing  piracv.  which  would  have  a 
major  deterrent  impact  on  pirate  production,  distribution  and  sale,  is  still  almost  wholly 
lacking.  We  continue  to  be  told  that  investigations  are  proceeding  but  we  are  aware  of  no 
criminal  prosecutions  that  have  been  commenced  in  the  last  year.  Administrative  fines  have 
been  levied  but  they  are  far  from  sufficient  to  deter  piracy. 

On  market  access,  the  situation  is  even  worse.  Even  if  piracy  were  halted  tomorrow, 
the  doors  to  China's  market  remain  all  too  closed.  Mr.  Berman  of  the  Recording  Industry 
Association  of  America  (RIAA)  will  cover  the  lack  of  progress  for  the  recording  industry. 
The  situation  is  not  much  better  for  the  other  copyright  industries. 

—  the  motion  picture  industry  still  faces  major  impediments  to  doing  business  in 
China.  The  Chinese  promised  no  import  quotas,  either  informal  or  formal.  Yet  at  the  present 
time,  the  Chinese  authorities  will  only  jjermit  10  U.S.  films  per  year  to  enter  China  for 
theatrical  exhibition  on  a  revenue-sharing  basis.  There  are  indications  that  this  number  may 
grow  by  2  or  3  films  but  this  hardly  amounts  to  fulfillment  of  China's  pledge  to  repeal  these 
quota  restrictions.  The  industry  continues  to  await  the  promulgation  of  the  government's 
joint  venture  regulations  which  were  promised  many  months  ago.  The  Chinese  government 
recently  even  added  to  the  multiple  barriers  set  up  to  block  doing  business  in  China.  In  new 
investment  regulations,  the  government  has  ruled  that  investment  by  U.S.  companies  in 
building  theaters  is  prohibited  even  though  new  theaters  are  a  sine  qua  non  of  any  growth  in 
the  domestic  Chinese  film  industry  as  well  as  essential  to  development  of  a  viable  market  for 
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U.S.  films.  Finally,  the  industry  has  been  discussing  with  the  Chinese  government  the 
prohibitive  taxes  that  jnevent  anyone  but  pirates  from  doing  business  in  China,  taxes  that  can 
exceed  50%  in  the  video  area  and  70  %  in  the  theatrical  area. 

—  U.S.  business  and  entertainment  software  companies  are  also  plagued  by  delays  in 
China's  implementing  the  maricet  access  commitments  in  the  agreement.  Members  of  the 
Business  Software  Alliance  (BSA)  hoped  to  be  able  to  do  business  directly  in  China,  given 
prior  indications  that  software  creation  and  distribution  would  be  a  favored  business.  Instead 
they  have  been  told  that  they  can  only  do  business  through  joint  ventures  and  then  the 
Chinese  authorities  failed  to  issue  the  regulations  they  had  promised.  Entertairunent 
software  company  members  of  the  Interactive  Digital  Software  Association  (IDSA)  face 
export  performance  requirements  and  other  barriers  which  prevent  entry  of  legitimate 
product  into  the  Chinese  maricet,  leaving  it  for  the  pirates  to  exploit. 

~  Book  publishers  are  also  awaiting  the  issuance  of  the  joint  venture  regulations. 
Negotiations  are  all  on  hold  until  this  happens. 

Chairman  Thomas,  Chairman  Bereuter  and  Chairman  Roth,  it  is  imperative  that  China 
open  up  its  market  to  our  industries  to  demonstrate  that  they  believe  in  fair  trade  and  that 
they  will  be  a  partner  with  us  in  the  World  Trade  Organization  operating  according  to  the 
global  trading  rules.  But  equally  important  is  whether  we  can  trmt  that  China  will  abide  by 
its  agreements.  At  stake  is  not  only  U.  S.  credibility  but  China's  as  well. 

There  are  many  complex  issues  in  the  U.S.-  China  relationship,  but  this  is  a  relatively 
simple  one.  China  has  signed  an  agreement  They  promised  to  abide  by  that  agreement.  So 
far,  they  have  not  There  is  only  one  alternative.  If  China  does  not  come  into  compliance 
now,  it  must  know  that  we  will  not  hesitate  to  impose  sanctions. 

Yet  clearly  this  is  not  a  result  that  any  of  us  seek.  As  Jay  Berman  said,  we  want  China 
to  demonstrate  definitively  its  readiness  to  accept  its  global  responsibilities.  This  cannot 
include  allowing  its  citizens,  blatantly  and  for  the  whole  world  to  see,  to  steal  the  intellectual 
property  of  its  own  citizois  as  well  as  of  U.S.  citizens.  China  has  become  a  major  factor  in 
world  trade.  It  is  too  great  a  nation  to  continue  to  be  known  as  the  world's  worst  pirate. 

Thank  you. 
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APPENDIX 

Excerpt  from  Febniaiy  20, 1996  "Special  301"  submission  to  USTR 


PEOPLE'S  REPUBLIC  OF  CHINA 


^ 


SUMMARY 

On  February  26,  1995,  the  U.S.  and  the  People's  Republic  of  China  entered  into  a 
landmark  agreement  containing  three  substantial  Chinese  commitments.  China  pledged: 

•  first,  to  undertake  aggressive  and  continuing  enforcement  actions  and  to  impose 
deterrent  sanctions  against  the  epidemic  of  piracy  that  caused  over  S850  million  in 
losses  to  U.S.  copyright-based  companies  in  1994; 

•  second,  to  restructure  its  prosecutorial,  administrative  and  border  control  systems  to 
control  the  production  of  pirate  product  in  the  future;  and, 

•  third,  to  begin  to  open  its  market  to  the  music  and  recording,  motion  picture  and 
publishing  industries  for  the  first  time. 

The  agreement  was  specific,  complete,  transparent  and  enforceable.  It  was  welcomed 
by  the  industry,  press  and  the  public  as  a  triumph  of  U.S.  trade  policy.  It  met  the  key 
objectives  of  the  U.S.  government  and  the  affected  private  sector  and,  if  implemented  fully 
and  quickly  by  the  Chinese  government,  would  allow  these  industries,  for  the  first  time,  to 
enter  this  vast  potential  new  market  with  a  strong  opportunity  to  achieve  success  and 
profitability.  Today,  one  year  later,  some  aspects  of  the  1995  agreement  have  been 
implemented;  but  China's  principal  conmiitments  remain  largely  unfulfilled. 

On  the  positive  side  of  the  ledger,  China  has  established  the  various  enforcement  task 
forces  required  by  the  agreement,  and  a  significant  number  of  raids  have  been  conducted  in 
major  cities  against  retailers  selling  pirate  product  openly.  While  many  of  the  agreement 
deadlines  were  missed  during  this  process,  the  task  forces  now  appear  to  be  in  place.  Other 
aspects  of  the  agreement  have  also  been  fiilfiUed.  Customs  regulations  have  been 
promulgated,  thou^  they  still  remain  deficient  in  a  number  of  respects.  We  understand  that 
many  of  the  interim  deadlines  with  respect  to  controlling  the  output  of  the  CD  plants  have 
also  been  met. 

Unfortunately,  however,  the  principal  obligations  underpinning  the  agreement  have 
not  been  carried  out  First  the  infamous  CD  plants  are  still  operating  and  producing  pirate 
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product  in  the  millions  of  units  —  pirate  music  CDs,  video  CDs  of  U.S.  feature  films,  and 
CD-ROMs  containing  compilations  of  business  applications,  entertainment  software,  and 
multimedia  products  of  all  types.  While  so-called  plant  closures  and  "sanctions"  of 
unspecified  scope  and  severity  have  been  announced,  in  many  cases  they  cannot  be 
confirmed.  Plants  that  were  closed  have  soon  reopened  and,  to  the  best  of  our  knowledge, 
are  continuing  to  produce  pirate  goods  unabated.  Indeed,  last  fall,  months  after  the 
agreement  went  into  effect,  pirate  production  in  the  plants  had  actually  gone  up  to  45  million 
units.  During  the  latest  talks  in  Beijing  in  February  1996,  USTR  negotiator  Lee  Sands  was 
told  that  arrest  warrants  had  been  issued  for  a  number  of  plant  owners  but  no  one  was  yet  in 
custody.  While  this  is  certainly  hopeful  news,  actual  arrest,  punishment  and  a  confirmable 
halt  in  production  is  the  only  possible  litmus  test  of  whether  there  has  been  compliance. 

Second,  a  key  to  whether  the  government  is  serious  about  eradicating  piracy  is 
whether  it  imposes  deterrent  penalties  on  violators.  To  date,  IIPA  has  only  been  made  aware 
of  one  successful  criminal  prosecution  for  piracy  of  U.S.  copyrighted  works  that  has  resulted 
in  a  high  fine  or  jail  sentence  ~  a  reported  9-month  jail  term  in  Guangdong  Province 
following  a  major  seizure  of  CDs  fi-om  a  pirate  distributor.  This  is  a  dismal  record  and 
hardly  in  compliance  with  China's  commitment  to  use  its  criminal  law  to  deter  piracy.  The 
record  of  administrative  enforcement  by  the  National  Copyright  Administration  (NCA)  and 
by  the  State  Agencies  for  Industry  and  Commerce  (SAIC)  has  been  improving,  but  penalties, 
particularly  against  major  infringers,  are  still  woefully  low.  We  know  of  no  instance  where 
either  of  these  agencies  have  referred  serious  cases  for  prosecution  under  the  criminal 
provisions  of  the  law,  as  is  required  by  the  agreement. 

Third,  border  control  systems,  enforceable  by  Chinese  Customs,  have  only  just  begun 
to  look  promising  with  the  advent  of  new  regulations  and  a  recordation  system.  But  the  rules 
and  administrative  machinery  are  only  at  the  begirming  stage  of  development  and  appear  to 
require  registration  of  each  separate  copyrighted  work  (including  updates  and  later  editions) 
before  Customs  will  take  action.  Actual  seizures  have  been  far  too  few  to  deter  the  massive 
and  blatant  export  of  CD  and  videogame  cartridge-based  product  emanating  from  pirate 
factories  throughout  China. 

EfiUdh,  even  if  piracy  were  halted  tomorrow,  the  copyright  industries  are,  for  the  most 
part,  excluded  from  the  market  by  barriers  which  the  Chinese  promised  to  remove.  Under 
the  Agreement,  quotas  were  to  be  completely  removed,  but  they  informally  persist  in  both 
the  motion  picture  and  recording  sectors.  Detailed  commitments  on  joint  ventures  have  not 
been  fulfilled;  the  regulations  authorizing  them  are  stalled  in  political  and  bureaucratic  limbo. 
As  a  result,  U.S.  record  and  film  companies  have  not  been  permitted  to  establish  operations 
in  China,  a  development  that  was  to  have  occurred  immediately  under  the  terms  of  last  year's 
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agreement  New  barriers  have  been  instituted.  New  investment  guidelines  have  put  the  film 
industry  in  a  prohibited  category,  preventing  investment  in  new  theaters  that  China's  own 
film  industry  needs  in  order  to  revive.  Taxes  on  the  theatrical  and  video  business  are  close 
to  being  confiscatory.  While  MPA  believes  progress  is  being  made,  these  companies  are  still 
not  meaningfully  in  the  market. 

In  short,  despite  improvements  in  the  retail  area,  and  in  areas  which  have  proven  less 
fwlitically  difficult  for  the  Chinese  government,  the  agreement's  major  commitments  are  far 
fi-om  being  met.  It  would  not  take  long  for  China  to  meet  them.  The  issue  is  political  will. 
China  must: 

•  publish  the  joint  venture  regulations  and  repeal  informal  quotas  and  taxes; 

•  shut  down  pirate  production  at  plants  manufacturing  pirate  CDs,  CD-ROMS  and 
videogames,  and  arrest  and  prosecute  owners; 

•  begin,  and  publicize,  criminal  prosecutions  of  major  distributors  of  pirated  material; 

•  seize  major  export  shipments  coming  fi'om  CD  plants  and  plants  manufacturing  pirate 
videogame  software. 

Unless  major  steps  such  as  these  are  taken  immediately,  IIPA  and  its  members  see  no 
alternative  but  to  ask  the  U.S.  government  to  preserve  the  credibility  of  this  entire  process 
by  announcing  sanctions  in  conformity  with  U.S.  Trade  Law.  China  has  been  on  the  Watch 
List  and  under  the  monitoring  provision  of  Section  306.  It  should  be  returned  to  the  Priority 
Foreign  Country  category.  The  integrity  of  our  agreements  demands  this  action. 

ESTIMATED  TRADE  LOSSES  DUE  TO  PIRACY  IN  1995 

Motion  Pictures:  $    124.0  million 

Sound  Recordings  and 

Musical  Compositions:  $   300.0  million 

Computer  Programs: 

Business  Software  N/A 

Entertainment  Software:  Sl,286.0  million 

Books:  $    125.0  million 


TOTAL  LOSSES:  Sl,835.0+  million' 


'Totals  do  not  include  estimated  losses  due  to  piracy  of  business  software  applications. 
International  Intellectual  Property  Alliance     3  1 996  Special  301  Submission 


67 


fflSTORY 

After  USTR  placed  China  on  the  Priority  Watch  List  in  both  1989  and  1990  to 
encourage  it  to  commence  a  law  refonn  process,  China  passed  a  new  copyright  law  in 
September  1990  which  became  effective  for  domestic  works  only  on  June  1,  1991 .  That  law 
was  not  compatible  with  the  Berne  Convention  and,  as  a  result  of  the  high  and  growing 
losses  due  to  piracy,  USTR  named  China  a  Priority  Foreign  Country  in  April  1991.  In 
January  1992,  China  and  the  U.S.  settled  the  resulting  Section  301  action  by  entering  into  a 
Memorandum  of  Understanding  (MOU)  which  committed  China  to  adopt  Beme-compatible 
regulations  to  its  copyright  law  and  to  join  the  Berne  Convention  effective  October  15,  1992 
and  the  Geneva  Phonograms  Convention  effective  June  1,  1993.  U.S.  works  became  fully 
eligible  for  protection  under  the  MOU  on  March  17, 1992  and  China  was  then  placed  on  the 
Watch  List  in  April  1992. 

On  September  30,  1992,  China's  Beme-compatible  regulations  went  into  effect.  It 
joined  the  Berne  Convention  effective  October  15, 1992  and  the  UCC  effective  October  30, 
1992.  China  remained  on  the  Watch  List  in  1993  with  UPA  and  USTR  pushing  for  passage 
of  legislation  to  make  copyright  piracy  a  criminal  offense,  as  well  as  for  enforcement.  On 
November  30,  1993,  Ambassador  Kantor  elevated  China  to  the  Priority  Watch  List  due  to 
China's  failure  to  enforce  its  law.  In  February  1994,  IIPA  reported  significantly  increased 
trade  losses,  up  to  $823  million  for  1993.  Due  to  the  absence  of  criminal  penalties  and  a  total 
lack  of  enforcement,  USTR  named  China  again  as  a  Priority  Foreign  Country  in  June  1994. 
Though  the  National  People's  Congress  adopted  a  criminal  penalty  provision  for  copyright 
piracy  in  July  1994,  it  was  not  until  1995  that  it  became  effective  when  an  interpretive  ruling 
was  issued  by  the  Supreme  Court.  Meanwhile,  U.S.  trade  losses  continued  to  moimt.  On 
February  4,  1995,  the  U.S.  government  announced  $1.08  billion  in  retaliatory  tariffs  to 
compensate  for  trade  losses  due  to  piracy  in  China.  The  imposition  of  these  tariffs  was 
narrowly  averted  by  the  U.S.-China  IPR  Agreement  on  February  26, 1995.  As  a  result  of  the 
Agreement,  the  second  Section  301  case  against  China  was  terminated,  and  it  was  made 
subject  to  monitoring  under  Section  306,  and,  on  April  30,  1995,  moved  to  the  USTR  Watch 
Lisi- 


PIRACY,  ENFORCEMENT  AND  MARKET  ACCESS 

Throughout  1995,  IIPA  members  established  their  enforcement  programs  in  China, 
conducted  training  seminars  and  generally  worked  with  the  Chinese  enforcement  task  forces. 
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where  possible,  to  assist  in  implementing  the  IPR  Agreement.  The  record  has  been  one  of 
slow  progress  and  considerable  firxistration. 


Sound  Recordings  and  Musical  Compositions 

The  RIAA's  top  priorities  during  the  Agreement's  implementation  were  to  have  the 
Chinese  government  assert  effective  control  over  pirate  production  in  the  CD  factories.  It 
sought  to  ensure  that  all  molds  in  all  &ctories  were  SID-coded,^  and  that  the  title  verification 
obligations  in  the  Agreement  were  fully  implemented.  While  the  Chinese  government  has 
recently  announced  that  all  molds  now  have  the  SID  code  and  that  NCA  inspectors  (under 
the  overall  supervision  of  the  Press  and  Publications  Administration  (PPA))  have  now  been 
placed  in  all  the  PPA-regulated  factories,  it  remains  unclear  whether  production  of  pirate 
product  has  dropped  from  the  high  of  45  million  imits  in  August  1995.'  RIAA's  international 
affiliate,  IFPI,  set  up  a  title  verification  system,  but  has  received  only  a  very  few  title 
verification  requests  despite  Chinese  commitments  to  implement  the  system,  flowing  from 
a  structural  gap  in  the  system  under  which  only  record  companies,  but  not  CD  plants 
themselves,  are  required  to  present  copyri^t  information.  This  is  a  direct  violation  of  the 
terms  of  the  IPR  agreement 

Music  CDs  produced  in  China  continue  to  flood  Hong  Kong,  and  pirate  Chinese 
product  continues  to  be  seized  in  Europe,  in  Latin  America  (transhipped  mostly  through 
Paraguay),  in  the  Middle  East  and  by  U.S.  Customs  on  the  west  coast.  In  December  1995, 
IFPI  was  forced  to  close  its  Guangdong  office  (which  has  yet  to  reopen)  due  to  death  threats 
from  thugs  employed  by  one  of  the  larger  and  more  powerful  CD  plants.  While  these  threats 
were  not  condoned  by  the  Chinese  government,  it  is  responsible  for  the  climate  that  led  to 
them  through  its  failure  to  take  effective  action  to  shut  down  pirate  production  and  legitimize 
the  industry. 


^e  source  identification  (SID)  code  allows  reliable  tracing  of  compact  disk  products  to  the 
factories  in  which  they  were  produced. 

^It  appeared,  at  that  time,  that  the  plants  had  migrated  away  somewhat  from  the  production 
of  music  CDs  to  more  lucrative  production  of  pirate  video  CDs  and  compilation  CDs  of  business 
applications,  entertainment  and  multimedia  software.  Seizures  by  Hong  Kong's  Customs  and  Excise 
Department  in  1995  confimi  this  trend:  seizures  of  pirate  audio  CD's  leveled  off  after  the  explosive 
growth  experienced  in  1994,  while  CD-ROM  seizures  skyrocketed  44-fold,  and  VCD  seizures  leaped 
from  zero  to  over  8000  per  month. 
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Estimated  trade  losses  in  1995  were  iWO  million,  consisting  of  estimated  losses  of 
$40  million  in  the  domestic  market  and  $260  million  due  to  worldwide  exports.  While  the 
major  problem  for  the  industry  is  pirate  CD  production,  it  should  not  be  forgotten  that  the 
domestic  market  is  primarily  cassette  and  is  virtually  100%  pirate.  Nothing  has  been  done 
in  this  area. 

In  late  December  1995,  the  Chinese  government  announced  the  closure  of  four  CD 
plants  for  manufacturing  pornographic  video  CDs,  pirate  CDs  and  CD-ROMs.  This  has  a 
positive  sign,  although  it  is  unclear  wliethcr  these  plants  remain  closed.  A  fifth  plant  also  had 
its  trading  license  withdrawn  following  complaints  by  IFPI,  and  a  sixth  plant  had  molds 
seized,  pressing  equipment  sealed  and  senior  management  arrested  —  the  latter  a  first  in 
China.  IIPA  does  not  know  what  else  has  happened  to  these  plants.  It  is  very  difficult  to 
confirm  government  reports  of  closures.  Moreover,  it  remains  unclear  whether  these  actions 
were  really  motivated  by  the  government's  commitment  to  stop  pornography  —  a  capital 
offense  in  China.  The  real  test  will  be  whether  these  actions  are  taken  when  pornography 
is  not  involved. 

The  recording  industry  continues  to  press  to  no  avail  for  implementation  of  China's 
market  access  commitment  to  permit  production  joint  ventures  that  may  engage  in  all 
relevant  record  company  activities  permitted  under  the  agreement  (e.g.,  including  signing  of 
local  artists,  original  production  and  reproduction,  advertising  and  promotion,  but  excluding 
distribution).  As  noted  above,  the  regulations  must  be  approved  before  this  can  occur.  The 
failure  to  issue  these  regulations  puts  China  in  clear  violation  of  its  written  commitment  in 
this  regard.  RIAA  and  its  members  continue  to  press  for  further  liberalization  and  seek  to 
ensure  that  liberalization  in  the  area  of  distribution  will  be  an  element  of  China's  WTO 
accession.  Even  if  piracy  were  halted  tomorrow,  without  improved  market  access  as 
promised,  U.S.  companies  would  see  little  benefit. 

Motion  Picnires 

Following  shortly  on  the  heels  of  the  IPR  agreement,  the  Chinese  government 
announced  the  temporary  closure  of  the  famous  Shen  Fei  Laser  Optical  Co.  factory  which 
had  been  producing  and  exporting  pirate  copies  in  LD  format  of  thousands  of  U.S.  feature 
films  including  those  just  released  theatrically.  Reportedly  Shen  Fei  remains  clean  and  its 
owner  is  actively  seeking  legitimate  licenses  fi'om  U.S.  companies.  Unfortunately  this 
hopefiil  sign  was  not  repeated  with  other  plants.  New  evidence  was  uncovered  that  many 
plants  are  now  producing  video  CDs  or  placing  full  feature  films  on  CD-ROM,  mostly  for 
export.  This  new  phenomenon  has  already  impacted  other  markets  in  Asia  and,  if  not 
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controlled  very  soon,  could  blight  the  prospects  for  the  new  market  for  digital  video  disks 
and  players,  due  to  come  out  later  in  1996. 

Video  piracy  in  China  remains  at  100%,  but  there  have  been  hopeful  signs  in  the 
theatrical  market,  where  China  Film  has  distributed  a  few  fibns  under  revenue-sharing 
arrangements  with  U.S.  studios.  The  exhibition  of  these  films  have  been  mutually  beneficial 
to  the  U.S.  and  China,  and  MPA  seeks  a  liberalization  of  the  informal  quota  often  films  per 
year  under  revenue  sharing  arrangements.  VCDs  can  be  found  in  many  of  the  major  cities 
but  the  main  video  piracy  problem  in  China  is  videocassette  piracy. 

There  is  also  widespread  public  performance  piracy  in  hotels,  clubs,  mini-theaters  and 
even  government  facilities.  In  another  positive  sign,  the  government  just  recently  announced 
the  closure  of  5000  mini-cinemas  that  use  pirate  product  for  public  performance  screenings. 

Broadcast  piracy  is  also  a  problem.  There  are  over  680  TV  stations  in  China,  all  state- 
run,  which  broadcast  to  240  million  TV  households.  The  great  majority  broadcast  U.S. 
programs  without  a  license.  Often  this  is  justified  via  a  "false  license"  fi-om  a  Taiwan,  Hong 
Kong  or  Thai  "distributor." 

There  are  also  approximately  740  cable  systems  in  China,  serving  30  million 
households,  with  hundreds  of  additional  private  systems  serving  apartment  complexes, 
factories,  government  ministries  etc.  All  these  systems  regularly  use  pirate  product. 

Unlike  the  unexplained  experience  of  the  recording  industry,  MPA  and  AFMA  have 
had  good  response  to  their  title  verification  system.  NCA  has  made  over  2000  requests  for 
verification  of  rights  which  have  been  promptly  responded  to.  Ninety  percent  of  the  requests 
that  NCA  has  passed  on  to  MPA  and  AFMA  for  verification  of  claims  of  duplication  and 
distribution  rights  have  been  determined  to  have  been  based  on  false  license  agreements.  It 
is  unclear,  however,  whether  this  system  has  had  any  impact  on  pirate  production  by  the  CD 
plants,  or  on  public  performance  piracy. 

In  1994,  MPA  commenced  two  civil  cases  in  the  Beijing  IPR  court  to  test  the  viability 
of  the  enforcement  system.  These  cases  continue  to  languish  in  the  court.  However,  MPA 
has  brought  a  number  of  cases  before  NCA  with  better  results.  NCA  has  taken  action,  as  of 
December  1995,  in  10  cases,  involving  24  titles,  and  has  issued  fines  totalling  about  $45,000. 
Because  the  maximum  fine  that  NCA  can  give  is  only  RMB  100,000  (about  $12,000),  it  is 
questionable  that  this  will  have  a  deterrent  effect  on  distributors  and  manufacturers. 
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MPA  investigators  continue  to  pursue  cases,  including  pirate  distributors  and 
factories.  Results  in  Shanghai,  where  enforcement  has  been  by  fiu-  the  best  in  China,  have 
been  particularly  noteworthy.  From  August  through  December,  MPA  investigators  working 
with  the  local  Copyright  Administration,  the  local  AIC  and  the  Bureau  of  Public  Security 
conducted  9  raids  and  seized  over  35,000  VCDs.  Thirteen  persons  were  also  arrested  during 
these  raids  by  the  Bureau  of  Public  Security.  This  has  had  a  good  effect  in  the  Shanghai 
market  and  shows  what  can  be  done  if  aggressive  action  is  taken.  Unfortunately,  IIPA  has 
no  information  on  what  happened  to  the  persons  arrested  or  whether  any  of  these  cases  were 
prosecuted  under  the  criminal  laws  or  even  under  administrative  regulations.  Despite  these 
isolated  successes,  the  record  —  one  year  later  ~  still  shows  no  criminal  prosecutions  for 
videopiracy,  and  only  one  fine  by  NC A  at  the  RMB  100,000  level.  1995  losses  due  to 
piracy  in  China  are  estimated  at  SI  24  million. 

Market  access  barriers  also  hamper  development  of  the  Chinese  market.  Taxes  in  the 
theatrical  area  total  over  50%;  in  video,  over  75%.  Formation  of  joint  ventures,  as  promised 
in  the  IPR  agreement,  is  not  yet  possible.  Recently  announced  investment  restrictions 
prevent  investment  by  U.S.  companies  in  theater  construction.  MPA  estimates  that  the 
combined  impact  of  these  and  other  barriers  results  in  a  loss  of  an  additional  $80  million. 

Computer  Programs 

Entertainment  Software 

Piracy  of  computer  games  for  PC  and  Mac  formats  and  of  videogame  software  for 
cartridge  and  CD  consoles,  is  rampant  in  China.  The  CD  plants  routinely  produce 
compilations  of  games  on  CD-ROM  and  on  other  CD  formats,  and  ship  them  for  sale  within 
China  and  for  export.  Piracy  in  China  of  cartridge  format  games  (many  created  by  U.S. 
software  firms)  accounts  for  a  high  percentage  of  the  overall  world  market  for  game 
software.  The  factories  that  assemble  the  game  software  (and  infringing  game  consoles)  are 
well  known  to  the  Chinese  govenunent  but,  like  the  CD  plants,  have  been  virtually  immune 
from  punishment  by  the  Chinese  authorities.  These  factories  are  reported  to  be  joint  ventures 
with  Taiwan  businessmen  and,  since  China  does  not  produce  the  semiconductor  chips  which 
contain  the  game  software,  it  appears  that  virtually  100%  of  the  infringing  product  is 
imported  from  Taiwan  for  assembly  and  re-export  from  China.  Some  of  these  factories,  such 
as  "Little  Bawang"  and  "Tianjin  New  Star  Electronic  Co."  are  thought  to  be  the  largest 
producers  of  pirate  videogame  product  in  China. 

IDSA  reports  that  over  10,000  stores  sell  its  members'  game  software  in  Beijing  alone 
and  that  over  50%  of  Beijing  &milies  own  console  hardware.  If  this  is  indicative  of  the  size 
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of  the  Chinese  market,  the  illegal  revenue  generated  by  these  fectories,  dieir  distributors  and 
retailers  throughout  China  must  be  staggering.  Extensive  attempts  to  control  the  market  for 
this  product  have  proved  frustrating  and  so  far  unsuccessful.  Raids  run  by  the  AICs  in  March 
in  Beijing,  August  in  Shanghai  and  November  in  Guangzhou  and  Dongshan  netted  thousands 
of  cartridges  and  chips  containing  infringing  software,  but  resulted  in  only  small  fines  and 
revocations  of  business  licenses  of  some  retailers.  Despite  repeated  urgings,  it  does  not  seem 
that  these  raids  have  led  to  further  actions  against  distributors  and  factories. 

For  example,  a  Taiwan-owned  factory,  Bel-Sonic,  in  Shenzhen,  is  suspected  of 
producing  60,000  units  per  month  of  infringing  Nintendo  product  In  an  action  against  Bel- 
Sonic  for  patent  infringement,  a  fine  of  only  $2,500  was  levied  against  a  woman  who  signed 
the  lease  for  the  premises,  not  against  the  company  itself 

The  IDS  A  estimates  losses  in  the  internal  Chinese  market  due  to  piracy  of  both  CD 
and  cartridge-based  game  software  owned  by  its  members  at  S640  million  in  1995.  Loss 
estimates  for  exports  of  this  product  for  sale  in  Asia  and  throughout  the  world  are  $646 
million.  Exports  of  console  and  PC-based  entertainment  software  have  shown  up  all  over 
the  world,  including  even  in  the  small  country  of  Paraguay  where  the  product  is  shipped  for 
re-export  to  the  entire  Latin  American  market  Total  losses  due  to  piracy  of  videogame  and 
PC-based  software  in  China  are  therefore  $1.28  billion  in  1995. 

To  stem  the  tide  of  entertainment  software  piracy  in  China,  the  IDSA  and  a  number 
of  its  member  companies  have  recently  joined  BSA  and  some  of  its  members  in  forming  the 
Alliance  Against  CD-ROM  Theft  (AACT),  which  will  act  on  behalf  of  all  its  members  in 
undertaking  direct  enforcement  actions  throughout  Asia.  AACT  was  announced  on  January 
16,  1996. 

The  industry  also  suffers  from  a  number  of  market  access  barriers.  There  is  a  50% 
tariff  on  videogame  product,  making  it  virtually  impossible  for  legitimate  product  to  be  sold 
at  realistic  prices  in  China  (and  further  spurring  massive  piracy).  Attempts  to  invest  locally 
have  always  been  coupled  with  severe  export  performance  requirement  -  from  60%  to  100% 
—  that  make  it  impossible  to  serve  the  local  market  with  legitimate  product.  These  barriers 
effectively  turn  over  the  world's  largest  potential  market  to  Chinese  pirates. 

Business  Software 

Piracy  of  business  software  in  China  is  also  growing.  The  CD  plants  have 
significantly  increased  their  output  of  compilations  of  highly  valuable  U.S.  software,  reported 
for  the  first  time  in  last  year's  IIPA  submission.    BSA's  enforcement  activities  have 
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concentrated  on  the  AIC's  and  on  bringing  civi  cases  against  retailers.  The  results  have  been 
less  than  encouraging.  AIC  raids  have  been  satis&ctory  but  to  date  we  have  no  report  of  any 
fines  being  levied  against  the  infringers.  Remarkably,  the  civil  cases  have  fared  better.  In 
a  December  decision  in  the  Beijing  IPR  court,  the  Beijing  Juren  Company  was  adjudged  to 
have  infringed  BSA  member  software.  The  case  was  given  major  publicity.  Unfortunately, 
the  damage  part  of  the  case  has  yet  to  be  decided,  though  a  decision  is  expected  shortly. 
BSA  has  also  recently  filed  14  new  civil  cases  against  6  organizations  in  the  Chengdu 
Intermediate  Court  and  is  awaiting  movement  in  these  cases. 

BSA  has  also  sought  to  encourage  criminal  prosecutions  against  major  infringers 
raided  by  the  AICs.  The  IPR  Agreement  specifically  provides  that  the  administrative 
agencies  are  supposed  to  routinely  refer  serious  cases  to  the  prosecutors  for  criminal 
prosecution.  This  has  yet  to  happen,  despite  repeated  requests.  To  add  insult  to  injury,  even 
when  BSA  has  itself  referred  these  cases,  prosecutors  have  routinely  turned  them  down, 
indicating  their  lack  of  interest  or  relying  on  an  erroneous  interpretation  of  the  criminal 
provisions.  Thus  despite  the  fact  that  these  seizures  have  involved  CD-ROMs  loaded  with 
tens  of  thousands  of  dollars  of  infringed  U.S.  business  software,  prosecutors  reftised  to 
prosecute,  valuing  the  cases  at  the  street  price  of  a  few  dollars. 

Literally  tens  of  millions  of  dollars  of  pirate  CD-ROMs  have  been  exported  from 
China  through  Hong  Kong,  flooding  that  small  market  with  illegal  product.  BSA  has  fought 
valiantly  to  stem  this  tide  and  has  generally  gotten  good  cooperation  from  the  Hong  Kong 
authorities.  However,  despite  numerous  meetings  with  Chinese  Customs  authorities,  there 
have  been  virtually  no  seizures  of  this  product  by  Chinese  Customs. 

Like  the  other  copyright  industries,  BSA  has  been  active  in  presenting  enforcement 
and  other  training  seminars  whenever  they  are  requested.  The  association  is  willing  to  do 
more,  but  ejqiects  the  Chinese  government  to  do  its  part:  take  action  against  the  CD  plants, 
and  seize  the  massive  shipments  of  product  leaving  China  to  disrupt  legitimate  markets 
worldwide. 

BSA  has  also  pressed  the  Chinese  government  to  make  good  on  its  commitment  to 
purchase  legal  software  within  government  ministries.  In  the  year  since  the  IPR  Agreement, 
there  has  been  virtually  no  progress  in  this  area.  In  the  same  vein,  the  association  has  sought 
to  work  with  NCA  on  title  verification  on  CD  product  as  promised  in  the  Agreement.  Again, 
after  almost  a  year,  its  proposal  has  not  been  approved  and  not  a  single  title  verification 
request  has  been  processed. 
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BSA  is  in  the  process  of  compiling  its  1995  loss  data,  which  is  unavailable  at  this 
time.  It  will  be  made  available  as  soon  as  possible. 

The  industry  is  also  concerned  about  the  impact  of  the  joint  venture  regulations  and 
views  this  as  a  serious  market  access  problem.  The  Chinese  government  had  classified  "the 
development  and  production  of  software  (including  computer  and  communication  software 
etc.)"  as  an  encouraged  industry,  without  limitation  as  to  type  of  foreign  investment  vehicle. 
Instead,  the  government  is  now  using  the  IPR  agreement's  joint  venture  language,  to  impose 
a  new  joint  venture  requirement  on  the  U.S.  and  other  foreign  software  industries.  To  make 
matters  even  worse,  as  noted  above,  these  regulations  have  not  been  issued,  in  violation  of 
the  IPR  Agreement. 


Books: 

Lack  of  adequate  market  access  and  high  piracy  levels  continue  to  make  it  very 
difficult  for  U.S.  publishers  to  do  any  significant  business  in  China.  English  language 
training  (ESL/ELT)  texts  continue  to  be  openly  available  in  pirate  editions  in  markets  and 
stores  throughout  China.  Unauthorized  translations  continue.  One  of  two  civil  suits  in  the 
Beijing  IPR  court  has  been  settled  for  a  moderate  sum,  providing  some  deterrent  against 
piracy.  However,  the  growth  of  CD-ROM  pirate  production  and  export  from  China  has 
overwhelmed  many  of  the  important  new  markets  for  electronic  publishing  product  in  Asia. 
To  stem  this  tide,  the  largest  U.S.  publisher,  Simon  &  Schuster,  has  joined  the  Alliance 
Against  CD-ROM  Theft  (AACT)  in  January  1996.  AAP  has  also  commenced  investigative 
work  in  China  looking  toward  the  filing  of  additional  criminal  and  administrative  actions. 

Losses  due  to  piracy  of  U.S.  tradebooks,  textbooks,  journals  and  electronic  products 
are  estimated  at  S125  million  in  1995. 

AAP  member  publishers  are  also  concerned  about  China's  failure  to  issue  the  new 
joint  venture  regulations,  which,  if  done  correctly,  could  assist  these  companies  in  entering 
the  Chinese  market  in  a  more  meaningftil  way. 


COPYRIGHT  LAW  AND  RELATED  ISSUES 


Under  the  1992  MOU,  China  committed  to  bring  its  copyright  law  into  fiill 
compatibility  with  the  1971  text  of  Berne  "within  a  reasonable  time."  China  now  operates 
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with  a  two  tier  system  of  protectioa:  Berne  levels  of  protection  for  foreign  works  (under  the 
regulations  approved  in  September  1992),  and  lesser  protection  under  its  law  and  regulations 
for  Chinese  works.  While  this  system  has  not,  to  date,  impacted  adversely  on  U.S.  copyright 
owners,  it  has  been  more  than  4  years  since  this  commitment  to  amend  its  statute  was  made. 
China  should  be  urged  to  meet  this  commitment. 

IIPA  is  also  concerned  with  the  criminal  penalty  provisions  adopted  in  July  1994. 
They  remain  ambiguous  in  a  number  of  respects,  and  penalties,  particularly  fines,  remain  too 
low  to  deter  the  kind  of  large  scale  piracy  taking  place  in  China.  Methods  for  calculating  the 
economic  harm  inflicted  by  piracy  —  an  important  factor  in  prosecutorial  decisions  -  should 
be  specified  as  based  on  the  value  of  the  infiinging  product  in  the  legitimate  market,  not  its 
street  value  in  the  pirate  market. 

Finally,  administrative  remedies  should  be  strengthened.  Minimum  fines  should  be 
fixed  depending  on  the  size  of  piracy  and  maximimi  fines  should  be  lifted  significantly. 


As  the  above  discussion  demonstrates,  China  is  a  long  way  fi-om  living  up  to  its 
obligations  in  the  February  1995  IPR  Agreement  The  U.S.  government  must  not  permit  the 
Chinese  government  to  undermine  this  agreement  by  piecemeal  and  minimal  compliance 
with  isolated  provisions.  As  was  so  well  said  by  James  Shinn  of  the  Council  on  Foreign 
Relations  in  a  commentary  article  in  the  February  18  Washington  Post  (p.  C4): 

Credibility  works  both  ways;  what  sense  does  it  make  to  negotiate  trade 
agreements  with  China  if  they  won't  be  enforced?  It  is  laughable  to  hear 
excuses  fiom  Beijing  that  they  cant  control  the  50  pirate  CD  factories.  If  they 
were  turning  out  thousand  of  copies  of  the  BBC  documentary  on  the 
Tiananmen  Square  protest  —  rather  than  bootleg  copies  of  "The  Lion  King"— 
the  factory  managers  would  be  sharing  a  cell  with  other  dissidents  in  a 
heartbeat. 

nPA  and  its  members  believe  that  the  time  to  act  is  now.  The  plants  must  fiilly  cease 
pirate  production  now.  The  other  major  elements  of  the  agreement  must  be  put  in  place  now. 
Otherwise,  the  U.S.  should  initiate  a  sanctions  process  —  now. 
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Lardy  Prepared  StatemencM 

As  the  administration  considers  how  to  resolve  differences  between  the  United  Slates  and 
China  on  intellectual  property  rights  and  other  economic  issues  I  believe  four  points  should  be 
borne  in  mind. 

First,  we  should  expect  China  to  come  into  compliance  with  the  comprehensive 
agreement  on  intellectual  property  rights  protection  signed  in  1992,  which  was  amplified  in  a 
further  exchange  of  letters  last  year.  In  the  long  run  the  agreement  is  in  the  interest  not  only  of 
the  United  States  and  other  industnalized  countries,  but  also  of  China  itself.  Greater  protection 
of  intellectual  property  generated  in  China  will  provide  more  incentives  for  economic  growth 
and  development  in  China.  Given  the  growing  size  of  its  economy  and  its  creative  capacity,  the 
Chinese  themselves  in  the  long  run  will  be  the  biggest  beneficiaries  from  improved  protection  of 
intellectual  property. 

Second,  although  there  are  real  frictions  in  the  bilateral  economic  relationship,  I  believe 
the  administration's  frequent  citation  of  US  statistics  on  the  bilateral  trade  deficit  as  evidence  of 
these  factions  is  misleading.  I  say  this  for  two  reasons.  Most  fundamentally,  bilateral  tnde 
flows  can  not  provide  any  basis  for  measuring  the  degree  to  which  an  economy  is  closed  or 
engaged  in  unfair  trading  practices.  Second,  US  data  on  the  US-China  bilateral  trade  balance,  in 
my  view,  are  fundamentally  flawed.  The  details  of  this  judgment  were  spelled  out  in  an  op-ed 
piece  I  co-authored  with  Scon  Kennedy,  also  of  the  Brookings  Institution,  which  was  published 
in  the  ^^'l3//  Street  Journal,  the  Asian  Wall  Street  Journal  and  the  European  Wall  Street  Journal 
one  month  ago  today.    A  copy  of  this  anicle  i?  included  here  as  attachment  I.  Suffice  it  to  say 
in  1995  US  data  on  exports  to  China  excluded  almost  USS  5  billion  of  US  goods  that  were  sold 
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to  Hong  Kong  and  then  reexported  to  China.  Also,  the  US  data,  by  including  the  gross  margins 
that  Hong  Kong  enterpreneurs  earn  on  Chinese  goods  that  they  reexport  from  Hong  Kong  to  the 
United  States,  overstated  our  imports  from  China  by  USS  7  billion.  In  short,  1  believe  that  the 
US  deficit  with  China  in  1995  was  USS22.2  billion,  not  the  USJ  33.8  billion  dollar  figure 
reported  by  the  US  Department  of  Commerce." 

Attachment  2  is  a  graph  that  compares  the  US  data  on  the  bilateral  deficit  with  my 
calculation  of  the  deficit,  making  the  two  adjustments  just  surrunarized.  The  precise  data  are 
provided  in  a  separate  table  as  attachment  3.  The  key  point  to  note  is  that  the  US  data  in  recent 
years  have  consistently  overstated  the  bilateral  trade  deficit  by  fully  50  percent. 

The  third  point  to  be  bome  in  mind  is  the  success  that  US  firms  have  had  selling  to 
China  in  recent  years.    US  compames  have  increased  their  exports  to  China  over  the  past  five 
years  by  more  than  22  percent  annually.    Comparative  data  on  the  growth  of  US  exports  to  our 
fastest  growing  US  export  markets  is  given  in  attachment  4.    This  graph  shows  that  the  growth 
of  US  exports  to  China  is  more  rapid  than  the  expansion  of  our  exports  to  any  other  market  in  the 
world.    Thus  China  is  now  the  9th  largest  export  market  for  US  firms,  ranking  ahead  of  both 
Italy  and  France  as  a  destination  for  US  exports. 

Finally,  and  most  importantly,  as  we  continue  to  negotiate  with  China  on  intellectual 
property  rights  and  other  issues,  1  believe  it  is  important  to  keep  in  mind  that  the  leverage  we 
might  gain  by  imposing  sanctions  on  imports  from  China  is  extraordinarily  limited.  The  Chinese 
economy  is  large  and  exports  are  a  relatively  small  portion  of  total  output,  under  1 0  percent  in 


'  These  numbers  differ  slightly  from  those  in  the  Wall Sireei  Journal  article.  These  are  based  on 
full  year  US  data  on  bilateral  trade  flows.  Those  in  the  Wall  Street  Journal  were  based  on  data  through 
and  an  estimate  for  the  remainder  of  the  year. 
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1995.  Although  the  US  is  China's  largest  export  market,  our  purchases  are  only  one-fourth  of 
China's  total  exports'  In  the  aggregate  our  purchases  probably  contribute  no  more  than  2  5 
percent  to  the  total  output  of  the  Chinese  economy.  Finally,  most  of  what  we  buy  from  China  is 
processed  goods  in  which  the  import  content  is  70  to  80  percent  of  the  export  value    Taking  all 
of  these  factors  into  account,  the  imposition  of  prohibitive  tariffs  on  USS  1  billion  of  goods  we 
import  from  China  would  reduce  China's  total  output  by  less  than  l/80th  of  one  percent.  If 
China  were  able  to  sell  some  of  the  goods  to  other  countries,  the  cost  to  their  economy  would  be 
even  less. 

On  the  other  hand,  the  coste  to  the  United  States  of  imposing  sanctions  unilaterally  would 
likely  exceed  the  costs  we  could  impose  on  China.  In  the  first  instance  China  would  purchase 
less  of  the  US-made  products  that  go  into  the  final  goods  we  purchase  from  China.  These 
products  range  from  the  pans,  components,  and  asemblies  that  go  into  electronic  products  to 
hides  that  become  handbags,  luggage,  and  other  leather  goods  we  purchase  from  China. 
Moreover,  rising  trade  frictions  between  the  United  States  and  China  would  provide  a  significant 
edge  to  European  and  Japanese  competitors  of  US  firms  that  sell  a  broad  range  of  capital  goods 
to  China.  Finally,  US  consumers  and  businesses  would  be  forced  to  pay  higher  prices  for  goods 
once  imported  fit)m  China.  The  combination  of  these  three  factors  makes  it  likely  that  the  costs 
.0  the  US  economy  from  sanctions  we  might  impose  on  imports  from  China  would  exceed  the 
costs  we  could  impose  on  China. 


■  US  imports  from  China  in  1995  were  S45  55  billion,  according  to  US  data.  This  would  b<  31 
percent  of  Chinas  reported  loul  e.xpons  in  1995  otSUS  77  However.  US  data  include  gross  margins  of 
S6  9  billion  on  Chinese  goods  ree.xported  to  the  United  States  by  Hong  Kong  enterpreneurs.  .Adjusting  the 
US  data  brings  the  value  of  Chinese  sales  to  the  United  States  to  S38  65  billion  or  26  percent  of  reported 
Chinese  e.tporls. 
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In  summary,  I  believe  that  the  Chinese  should  come  into  full  compliance  with  the 
agreement  on  intellectual  property  rights  that  they  signed  in  1992.  While  these  negotiations  and 
discussions  on  China's  accession  to  the  World  Trade  Organization  necessarily  t'ocus  on  trade 
frictions,  it  is  important  not  to  overstate  the  magnitude  of  the  US  trade  deficit  with  China  and  to 
recognize  the  very  real  progress  that  US  firms  have  made  in  increasing  their  exports  to  China. 
Finally,  since  trade  sanctions  are  a  two  edged  sword,  we  should  consider  imposing  them  only 
when  all  efforts  to  negotiate  a  satisfactory  resolution  of  differences  have  been  e>chausted. 
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In  Brief... 


Attachment  I 


February  7,  1996 


China's  No  Renegade  Mercantilist  Trader 


By  Nicholas  Lardy,  Brookings  Senior  Fellow 
and  Scon  Kennedy,  Brookings  Research  Assistant 


Clinton  administration  officials  keep  pre- 
dicting that  the  rising  U.S.  trade  deficit  with 
China  will  soon  surpass  that  with  Japan.  This 
charge  has  been  trumpeted  so  often  that  it  is 
now  accepted  as  conventional  wisdom.  China 
is  routinely  described  as  one  of  the  most  closed 
markets  in  the  world  and  labeled  an  unfair 
trader  engaging  in  discriminatory  commercial 
practices.  Why  is  such  strong  language,  once 
reserved  for  Japan,  now  applied  to  China.^  This 
ratcheting  up  of  the  rhetoric  appears  to  be  an 
attempt  to  increase  American  leverage  in  trade 
negotiations  with  China  over  intellectual  prop- 
erty rights,  market  access  and  Beijing's  applica- 
tion to  the  World  Trade  Organization.  It's  an 
approach  that  is  dangerously  misguided  on 
several  grounds. 

First,  China  differs  fundamentally  from 
Japan  with  respect  to  its  global  trade  position. 
Japan's  global  trade  surplus  rose  steadily  from 
S  2  billion  in  1 980  to  a  peak  of  S 1 20  billion  two 
years  ago  before  falling  slightly  to  $107  bilUon 
last  year.  Linle  wonder  that  many  suspect 
Japan  of  pursuing  a  mercannlist  trade  strategy. 
China's  all  time  record  global  trade  surplus, 
which  occurred  last  year,  was  less  than  $17 
billion.  Moreover,  in  contrast  to  Japan's  con- 
sistently rising  global  surplus  between  1980 
and  1994,  China's  trade  panern  has  followed  a 
cyclical  panern  in  which  a  few  years  ot  surplus 


give  way  to  several  years  of  trade  deficits. 
Overall,  since  its  economic  reforms  began  in 
the  late  1970s,  China  has  incurred  trade  deficits 
more  often  than  surpluses.  If  China  is  a  ren- 
egade mercantilist  trader,  it  is  certainly  doing  a 
pretty  bad  job  of  it. 

The  regular  incantation  of  the  deficit  man- 
tra is  partly  based  on  the  belief  that  China's 
imports  (and  U.S.  exports)  would  rise  dramati- 
cally if  China  would  only  reduce  its  tariff  and 
nontariff  barriers.  However,  because  China  - 
unlike  Japan  -  on  average  runs  a  trade  deficit, 
it  cannot  finance  more  imports  by  cutting  its 
trade  surplus.  Importing  more  would  require 
some  combination  of  additional  borrowing 
abroad,  greater  inward  foreign  direct  mvest- 
ment,  or  less  Chinese  investment  overseas. 

Second,  American  procedures  for  measur- 
ing trade  with  China  are  badly  flawed.  This 
fault  arises  because  of  the  unique  entrepot  role 
Hong  Kong  has  come  to  assume  in  China's 
trade.  Half  of  what  U.S.  firms  sell  to  Hong 
Kong  IS  subsequently  re-exported  to  China.  But 
U.S.  customs  does  not  record  these  goods, 
which  amounted  to  almost  Si  billion  last  year 
alone,  as  exports  to  China.  Conversely,  two- 
thirds  o(  what  che  U.S.  buys  from  China  also 
passes  through  the  hands  of  Hong  Kong  entre- 
preneurs, many  of  whom  have  moved  their 
facilities  for  manufacturing  toys,  apparel,  and 


This  opinion  piece  "vaj  published  in  ihe  .Asian  Wall  Sireei  Journal  on  February  7.  1996  and  reprtnied 
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Attachment  2 


US  Deficit  with  China 

Adjusted  and  Official  Figures 


1988       1989       1990        1991        1992       1993       1994        1995 

Year 


Sources:  See  uuched  table 


-*-  Adjusted  Deficit  -»-  Official  Deficit     I 
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Attachment  4 


Fastest  Growing  US  Export  Markets 

(1990-1995) 


China 
Malaysia 


Brazil 
Thailand 
Poland 
Singapore 
South  Korea 
^  Taiwan 


50  100         150         200         250 

Cumulative  Percentage  Growth 
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Source:  US  Commerce  Dept..  China  is  adjusted  amouni;  others  arc  ofTicial 
amounts. 
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